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EDITORIAL COMMENT 


The Holy Grail 

H® has gone after the Presidency 

with the humorless calculation of 
a certified public accountant in pursuit 
of the Holy Grail”. This sentence, one 
gleans from Time Magazine, was written 
by Alistair Cooke, a writer for the Man- 
chester Times, some weeks before the 
recent Republican National Convention 
in Philadelphia about Mr. Thomas E. 
Dewey. We presume that Mr. Cooke 
is a Britisher writing for the edification 
of readers in the United Kingdom, but 
we worry about that presumption. Can 
it be right? What has happened to him 
that he drops a “u” in Humourless? 
What has caused him to speak of a cer- 
tified public accountant? And how did 
he come to affix to Mr. Dewey, a noted 
lawyer, the stigma attaching to one, who, 
from what we read in the American ac- 
counting publications, is constantly striv- 
ing to better himself by unauthorized 
practice of the law? 

We suppose that we can subscribe to 
being of the group mentioned without 
capital letters as certified public account- 
ants. Do we have to admit, however, 
that we pursue the Holy Grail with a 
humourless calculation? Are we really 
as bad, as a group, as Mr. Cooke implies? 
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Are we so intent on reaching a fixed 
objective and do we pursue it so relent- 
lessly that we miss other important things 
in life? About all that pleases us in 
this quotation is that Mr. Cooke does 
give us a high purpose. Let us all 
think of this description of ourselves 
and, admitting that we are respected 
for our purposes, are we respected for 
our methods? 

Why, do you suppose, did not Mr. 
Cooke refer to Mr. Dewey as going after 
the Presidency with the humourless cal- 
culation of a District Attorney of the 
State of New York in the prosecution 
of a gangster? Are we so vulnerable 
that he picks on us? Think it over. 
Maybe Mr. Cooke has something. 

Now, having introduced ourselves as 
seeking the Holy Grail and doing so in 
a pretty methodical and prosaic manner, 
let us see how the business man attempts 
to advance toward his objective. “Your 
company . . . . has not been able to 
build adequate reserves, as commodity 
prices and other costs have risen, to 
meet capital replacement costs with re- 
spect to a very large portion of its 
building and equipment erected and in- 
stalled when costs were much lower. . . . 
Depreciation on equipment costing 





62 The Canadian Chartered Accountant, August 1948 


$1,000,000 (prewar) is limited to 
$1,000,000. Today's replacement cost 
is at least $2,000,000. Thus industry 
has to draw on its working capital to 
the extent of $2,000,000 for which only 
$1,000,000 has been provided for 
through the regular channel of depreci- 
ation. It is, therefore $1,000,000 worse 
off than it was.” It seems to us that 
this statement, taken from the recent 
annual report of the Board of Directors 
of a prominent Canadian company, is 
really a humourless calculation. What 
they are seeking is a subsidy, or some 
form of tax relief. But these result in 
increased taxation on all, which bears 
most heavily on those already suffering 
in their private lives the stringencies 
due to the same general increase in 
costs. This company has, they say, al- 


most completed its programme of post 
war expansion and it is left on March 


31, 1948, with a quoted market value of 
Dominion Government Bonds and Corp- 
oration Bonds and Shares, of about 
$5,700,000 (there is a paper profit of 
$800,000 here, indicating a hedge against 
inflation) in addition to a net surplus 
of working current assets of about 
$4,000,000. It is gathered, from re- 
marks made later in the report, that the 
value of these investments will be used, 
where possible, to purchase for redemp- 
tion such shares of the Company's 6% 
Non-Cumulative Preferred Stock as may 
become available at a reasonable price. 
The simple questions are ‘‘Has not in- 
dustry, by building up liquid assets at 
the expense of its shareholders or by 
reason of inflation, provided itself with 
reserves of working capital to meet just 
such a contingency as has now arisen? 
Is not the additional financing necessary 
to meet increased costs of capital assets 
properly to be obtained from sharehold- 
ers? What justification is there for plac- 
ing the risk of a declining dollar on 
anybody other than the owner of that 


dollar? Why should compensation be 
exacted from a customer or a taxpayer 
before a new dollar is spent and its 
deficiency realized?” 


It is curious that all the discussions 
on increased costs appear to centre on 
assets, inventories and plant. If we were 
bondholders we would be inclined to 
say—'‘we gave you a dollar years ago 
with a purchasing power of 100. We 
shall not accept from you on maturity a 
dollar with a purchasing power of 50. 
You must give us back the same purchas- 
ing power as we put in”. Industry's 
claims for increased selling prices, or 
reduction of taxation by accelerating de- 
preciation on assets not yet replaced, are 
no stronger than our claims for the re- 
turn of what we invested. 

We were privileged not long ago to 
attend a church parade of Boy Scouts 
and Wolf Cubs. To a crowded congre- 
gation, the minister talked to the level 
of his young visitors. He paraphrased 
a verse from the King James Version 
of the Bible and said that it could 
equally well have been translated to read 
“Tighten your tent strings—Drive im 
your tent pegs!’ There is an exhortation 
to which all of us, accountants, econo- 
mists, bankers and men of industry might 
give real attention. “Drive in your tent 
pegs”. Are we not, now that the gale 
is on, standing around rather helplessly 
clutching at wet canvas when the appro- 
priate thing to do would be to stand 
back and reaffirm our faith in our fun- 
damental precepts in whatever our line 
of business may be? For ourselves, are 
we satisfied that our Bulletins on Ac- 
counting and Auditing procedure are not 
coming on too fast? Are some of these 
tenets not influenced by a loose tent peg 
here and there? We used to believe that 
a profit was earned when goods were 
sold at a price higher than they cost. 
Now we are told that that is only true 
if one does not have to replace them. 








We wonder what a new transaction of 
replacing goods has to do with the ac- 
counting for the acquisition, production 
and sale of the old goods, and we try 
to convince ourselves that there is some 
connection between the two. It seems 
to us that we weave and bend and that 
finally, if we allow these arguments to 
catry us too far, we shall fall flat on 
our faces and admit, with insurance 
companies, that the real way to make 
money is to stop acquiring new business. 
Should one, by changing accounting 
techniques, attempt to stabilize the pur- 
chasing power of currency? If we 
should, why make the base ‘prewar’? 
Why not make it 1850 or 1900? 

These are some thoughts for cool Aug- 
ust evenings. The text is “Tighten your 
tent strings, Drive in your tent pegs”. 
Perhaps, after all, we do need to assume 
a “humourless calculation in our pursuit 
of the Holy Grail”. Maybe, Mr. Alistair 
Cooke is reminding us that this charac- 
teristic is essential to our profession. 


The Income Tax Act and Our 
Recommendations 

A statistically-minded accountant has 
made an analytical survey of the Income 
Tax Act recently enacted and reports 
that of 175 recommendations in respect 
thereto which were submitted by the Do- 
minion Association, some 60 were reflect- 
ed in the Statute. Any satisfaction which 
might be derived from that fact must be 
tempered by the considerations (1) that 
it is impossible to say to what extent 
the acceptance of any recommendation is 
to be credited to our having made it, 
(2) that nary a one of our principal 
recommendations was accepted, and (3) 
that the majority of those which were 
reflected in the Statute were designed to 
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strengthen the hands of the Crown as 
against the citizen. It seems that only 
eight of our recommendations which the 
Act now reflects improved the position 
of the citizen vis-a-vis the Crown. 

This result was due to two factors, 
amongst others, which, whether adventi- 
tiously or not, combined to render it in- 
evitable. The first factor was the ex- 
tremely technical nature of the subject, 
which put it beyond the capacity of the 
vast majority of the members of Parlia- 
ment to comprehend, and the second 
factor was that of timing, the Bill having 
been introduced at the tail of a session 
which most commentators have described 
as an excessively dull one. Under these 
conditions it is not surprising that the 
Act as passed represents the view of the 
permanent officers of the Crown whose 
task it is to administer it. Perhaps the 
only comment needed is that one’s view 
of the public interest is apt to be col- 
oured by the nature of his employment. 

In regretting that Parliament did not 
scrutinise the Act with more care, cer- 
tainly not to confer any unfair advantage 
on any class or to make evasion easier, 
but simply to give consideration to some 
of the views expressed by ourselves and 
others in respect of matters thought to 
be inequitable or awkward to comply 
with, we are not unappreciative of the 
skilful work of draughtsmanship per- 
formed by those responsible. Whether it 
will help the taxpayer to understand the 
Act any more than formerly must be still 
a moot question. 

To sum up our feeling at this time, 
we might say that as a citizen we regret 
the omission of many suggestions, which 
we thought to be improvements, but as 
an accountant we will do our best to 
apply the new Statute. 








New Trends In 
Published Reports 


By Earle C. King 


(Chief Accountant, U.S. Securities and Exchange Commission) 


Te subject I have been asked to dis- 
cuss is “New Trends in Published Re- 
ports.” You will appreciate that this 
topic is an extremely broad one; for pub- 
lished reports can mean not only those 
made public through filings with the 
Securities and Exchange Commission but 
also those issued by corporation officials, 
usually in the form of annual reports to 
stockholders, newspaper and financial 
service versions of these reports and paid 
advertisements appearing in the public 
press likewise based upon, although 
sometimes worded differently than, the 
reports to stockholders. 


Alarm at Huge Dollar Profits 

My comments will be confined to those 
reports which have come to my attention 
by way of the press, financial services 
and annual reports to stockholders. From 
these I have discerned several changes in 
reporting practices but I find some diffi- 
culty in determining which of these 
changes constitute definite trends and 
which are merely the expression of tem- 
porary doubts concerning our economic 
future. 

It is my impression that what appears 
to be the most significant trend is really 


not a trend at all but only the manifes- 
tation of management’s alarm over the 
unusually large dollar amount of re- 
ported corporate profits. I refer, of 
course, to the minimization of profits, 
either by direct charges thereagainst or 
appropriations therefrom, reflecting man- 
agement'’s desire to retain in the business 
sufficient resources to cope with the in- 
flationary aspects of our present economy. 


Anticipated Price Declines 

While various means have been 
adopted to accomplish this purpose the 
principal procedure has been to make ap- 
propriations to reserves for anticipated 
losses on inventories due to future price 
declines, for ‘excessive construction 
costs . . . in anticipation of an eventual 
reduction in the level of over-all con- 
struction costs... ,” to cover “excess of 
future replacement cost of machinery 
and equipment over original cost,” for 
“accelerated depreciation of postwar ad- 
ditions to facilities by the short-term am- 
ortization of the estimated excess cost 
thereof above the prewar price level,” or 
for general contingencies. 

These reserve provisions have been 
shown in numerous ways on the profit 


Address delivered before the Accounting Conference, Agricultural and Mechanical 
College of Texas, May 4, 1948. 
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and loss or income statements. For ex- 
ample one corporation's profit and loss 
statement was presented in part in the 
following form: 


Net profit before deprecia- 
tion, income tax, etc. ....$x,xxx,xxx 
Less: 
Interest paid and provi- 
sion for depreciation, 
bad debts and Federal 
income tax 
(in detail) $xxx,xxx 
Provision for 
contengencies xxx,xxx 


Net profit for the year after 
provision for contingen- 


The earnings statement of another 
corporation, contained in its annual re- 
port to stockholders, showed the follow- 
ing: 

Operating income—net af- 


Dividends and other non- 
operating income 

Provision for excess con- 
struction cost (deduc- 


Total Net Income . 


Additional Depreciation Reserve 

Another corporation reported to its 
stockholders “Net Earnings” after de- 
ductions which included ‘Provision for 
depreciation.” In the president's letter 
it was explained that “Because of the dis- 
turbed price levels, it has been decided 
to modify at this time the Corporation's 
depreciation policies by accelerating the 
charges for the early years of productive 
use of facilities acquired since the war, 
amortizing on a short time basis the ex- 
cess cost of such acquisitions over pre- 
war price levels. The effect of this and 


certain other relatively minor changes in 
depreciation policies has been to increase 
1947 depreciation charges by $——.” 


Still another corporation's profit and 
loss statement disclosed an item captioned 
“Appropriation toward excess of future 
replacement cost of machinery and equip- 
ment over original cost’ immediately 
following the caption “Net profit for 
the year.” The final item on the state- 
ment was captioned “Amount of pro- 
fit transferred to earned surplus.” 


Inventory Decline Reserves 

An “appropriation for inventory price 
decline reserve” was shown following the 
caption “Consolidated net profit for the 
year” by a corporation in its profit and 
loss statement which concluded with the 
caption “Balance transferred to earned 
surplus.” 


Another corporation dealt with the in- 
ventory reserve problem in its profit and 
loss statement, the final captions of which 
were ‘Net earnings for the year.” “Less 
appropriation for inventory price de- 
cline” and “Balance of earnings unap- 
propriated.” 

While these are only a very few of the 
profit and loss statements which have 
come to my attention whereon appropri- 
ations are shown for reserves of the 
types just discussed, they are, I think, a 
fair sample of the methods currently be- 
ing used by management to indicate its 
disinclination to accept as realistic profits 
determined in accordance with accepted 
accounting principles which contemplate 
adherence to cost and the matching of 
expired actual costs against revenues. 


Violation of Accepted Accounting 
Principles 
There is no doubt in my mind that the 
creation from income (i.e., charges 
against income) of such reserves violates 
presently accepted accounting principles. 
In fact, Accounting Research Bulletin 
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No. 28 issued by the A.I.A. Committee 
on Accounting Procedure in July 1947 
contains the following statement: 


“The Committee is therefore of the 
opinion that general contingency re- 
serves, such as those created: 

(a) for general undetermined contin- 

gencies, or 

(b) for a wide variety of indefinite 

possible future losses, or 

(c) without any specific purpose 

reasonably related to the opera- 
tions for the current period, or 

(d) in amounts not determined on 

the basis of any reasonable esti- 
mates of costs or losses, 

are of such a nature that charges or 

credits relating to such reserves should 

not enter into the determination of net 
income.” 

In Accounting Research Bulletin No. 
31 issued by the A.I.A. Committee on 
Accounting Procedure in October 1947 
the following position was taken: 

“The Committee is therefore of the 

opinion that inventory reserves, such as 

those created: 

(a) for possible future inventory 
losses on inventories not on hand 
or contracted for, or 
without regard to any specific loss 
reasonably related to the opera- 
tions of the current period, or 
for the purpose of reducing in- 
ventories other than to a basis 
which is in accordance with gen- 
erally accepted accounting prin- 
ciples 

are of such a nature that charges or 
credits relating to such reserves should 
not enter into the determination of net 
income and that they should not be 
used to relieve the income account of 
any year.” 

And in December 1947 the Committee 
on Accounting Procedure in its Account- 
ing Research Bulletin No. 33 expressed 


(b) 


(c) 


the view that ‘It would not increase the 
usefulness of reported corporate income 
figures if some companies charged de- 
preciation on appraised values while 
others adhered to cost. The Committee 
believes, therefore, that consideration of 
radical changes in accepted accounting 
procedure should not be undertaken, at 
least until a stable price level would 
make it practicable for business as a 
whole to make the change at the same 
time. The Committee disapproves im- 
mediate writedowns of plant cost by 
charges against current income in 
amounts believed to represent excessive 
or abnormal costs occasioned by current 
price levels.” 


S.E.C. Policy Towards Such Reserves 


It has been, and will continue to be, 
our policy to consider as deficient those 
profit and loss statements filed with us 
which treat reserves of the type just dis- 
cussed as charges against income. 


A somewhat different situation exists, 
however, when such reserve provisions 
are shown as appropriations of net in- 
come. Bulletin 28, referred to previous- 
ly, stated that “when such a [contin- 
gency] reserve is set up it should be 
created preferably by a segregation or 
appropriation of surplus; it may be cre- 
ated by an appropriation of net income 
but this is less desirable.’ Bulletin 31 
expresses the opinion, also, that “if a re- 
serve . . . [for inventory losses such as 
described in the bulletin] .. . is set up 

. it should be created preferably by 
a segregation or appropriation of sur- 
plus...” Bulletin 33 contains the fol- 
lowing paragraph: “When there are 
gross discrepancies between the cost and 
current values of productive facilities, the 
committee believes that it is entirely 
proper for management to make annual 
appropriations of net income or surplus 
in contemplation of replacement of such 
facilities at higher price levels.” 











It will be noted that Bulletin 28 and 
31 expressed a preference for creating 
contingency and inventory reserves, re- 
spectively, from surplus but Bulletin 33 
did not even indicate a preference as be- 
tween net income and earned surplus. I 
think it extremely unfortunate that the 
Committee did not take a firm position 
in each of these bulletins that the crea- 
tion of the types of reserves under dis- 
cussion should be treated only as approp- 
riations of earned surplus. For I have 
found that newspapers, statistical ser- 
vices and comments in reports to stock- 
holders pretty generally treat the final 
item appearing on a profit and loss state- 
ment as the Net Income regardless of 
how it may be captioned and translate 
the amount there shown into “earnings 
per share.” Although in three of the 
examples cited earlier a clearly captioned 
net profit “for the year’ was first arrived 
at, published comments with respect to 
all five of these statements used the final 
figure to determine ‘‘earnings per share.” 


Situation Confusing 


There are, however, exceptions to the 
practice of ignoring, in published reports, 
all but the final figure shown in profit 
and loss statements. I have seen com- 
ments which calculate “earnings per 
share” before appropriations for reserves 
but, unfortunately, some other commen- 
tator almost invariably has used the 
figure after these appropriations in his 
determination of “earnings per share” 
for the same company. In one instance 
an amount almost exactly equal to half 
of the amount shown as ‘Net profit for 
the year” was appropriated for future 
inventory losses. As a result “earnings 
per share’’ were either $2.80 or $1.40 
depending upon the reporter. 

This somewhat confusing situation is 
complicated further by the practice per- 
mitted in A.I.A. Accounting Research 
Bulletin No. 32 of showing in the profit 
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and loss statement following a caption 
“Net profits for the year’ not only ap- 
propriations to reserves such as those I 
have just discussed but also charges and 
credits extraordinary in mature and 
amount ‘‘when their inclusion [in the 
determination of net income for the year] 
would impair the significance of net in- 
come so that misleading inferences might 
be drawn therefrom.” 


It is to be hoped that if management 
continues to use the profit and loss state- 
ment to reflect its apprehensions concern- 
ing the finality of the results of current 
operations, published comments thereon 
will distinguish clearly those things which 
have happened from those which may or 
may not take place. 


Others Also Disturbed 


And we are not alone in being dis- 
turbed over this situation. In an editor- 
ial in the February 1948 Journal of Ac- 
countancy entitled “Appropriations of 
Income and Earnings Per Share,” it was 
stated that ‘Recent reports of a number 
of companies . . . have violated the spirit 
and intent of this well considered ac- 
counting convention [that provisions for 
vague or highly discretionary reserves 
should not be permitted to affect the re- 
porting of net income], even while ap- 
pearing to observe its letter. When a 
reserve of the type under discussion is 
provided as an appropriation of the cur- 
rent year’s income, rather than of sur- 
plus, the wording describing the provis- 
ion, and the balances before and after its 
deduction, become highly significant. 
When the final balance transferred to 
surplus is so captioned as to appear to 
be the net income, or is elsewhere cited 
as though it were the net income of the 
year, or is used as a basis of computing 
earnings per share, the purpose of ex- 
cluding the provision from the deter- 
mination of net income tends to be de- 
feated.” .. . And that “ ... The basic 
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principle which requires the exclusion of 
‘appropriations’ from the determination 
of net income is clearly violated when 
the computation of earnings per share is 
based on the balance remaining after 
their deduction. At best this practice is 
confusing; at its worst it can be seriously 
misleading.” 


Task of S.E.C. 


For our part we have a job todo. We 
are charged with the duty of passing 
upon the effectiveness of the statements 
filed with us in light of their primary 
function—to place unequivocally and im- 
partially before the public the financial 
condition and progress of the reporting 
companies. Under the Securities Act of 
1933 and the Securities Exchange Act 
of 1934 the responsibility rests squarely 
upon the Commission to prohibit the dis- 
semination of financial statements in con- 
nection with the sale or registration of 
securities on an exchange, if, in our op- 
inion, they are erroneous or misleading. 
It follows that profit and loss statements 
filed with us must be in such form that 
there can be no doubt as to what the net 
profits for the period covered by the 
statement are. 


Trend Towards Simplification 

There is, I think, a very definite trend 
toward simplification of financial data as 
indicated by changes in style or forms 
of dress which have developed in pub- 
lished financial reports in the last few 
years. This situation may be approached 
and subdivided in accordance with the 
language of Rule 3-01 of our Regulation 
S-X, a document which should be fam- 
iliar to all public accountants, particularly 
those having clients whose securities are 
in the hands of the public as contrasted 
to close corporations. That rule in sec- 
tion (a) provides that ‘Financial state- 
ments may be filed in such form and 
order, and may use such generally ac- 
cepted terminology, as will best indicate 


their significance and character in the 
light of the provisions applicable thereto. 


Article 5 of Regulation S-X governs 
the form and content of financial state- 
ments for all persons except investment 
companies, insurance companies, commit- 
tees issuing certificates of deposit, banks, 
and companies in a developmental or ex- 
ploratory stage for which special instruc- 
tions are provided in the regulation or 
in the forms required to be filed. The 
form, order and terminology adopted in 
this article for the balance sheet and 
profit and loss statement may, I believe, 
be considered a proper reflection of gen- 
erally accepted practice at the time of its 
adoption (1940) as the regulation was 
subjected to extensive and intensive crit- 
icism by all interested parties prior to 
promulgation. 


The balance sheet is presented in a 
current-to-fixed order and the profit and 
loss or income statement presents a 
showing, in order, of sales; cost of sales; 
(or operating revenues and operating ex- 
penses where appropriate); other oper- 
ating expenses; selling, general, and ad- 
ministrative expenses; other income; in- 
come deductions—arriving at net income 
before and after provision for income 
and excess profits taxes. An analysis of 
surplus is required either as a continua- 
tion of the related profit and loss state- 
ment or in the form of a separate state- 
ment of surplus. 


S.E.C. Requirements 


It should be observed at this point that 
sections 7 and 10 of the Securities Act 
of 1933 require a registration statement 
and prospectus to include the financial 
statements prescribed in Schedule A of 
the Act. This schedule permits the Com- 
mission considerable latitude as to form 
and detail of the financial statements but 
requires specifically that the profit and 
loss statement shall “differentiate be- 
tween any recurring and_ non-recurring 
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income and between any investment and 
operating income.” The Securities Ex- 
change Act of 1934 in Section 13 with 
respect to periodical reports provides that 
the Commission may prescribe similar 
requirements. Under the 1933 Act ser- 
ious consequences may result if the fin- 
ancial statements contain any untrue state- 
ment of a material fact or omit to state 
a material fact required to be stated 
therein or necessary to make the state- 
ments not misleading. A similar admoni- 
tion appearing in the 1934 Act provides 
penalties in case a statement at the time 
and in the light of the circumstances 
under which it is made is false or mis- 
leading with respect to any material fact. 


It will be recognized that the Regula- 
tion S-X option of combining the profit 
and loss and surplus statements in one 
statement is in accord with the trend at 
the time as reflected in Accounting Re- 
search Bulletin No. 8, issued by the 
A.A. Committee on Accounting Pro- 
cedure in February 1941. This bulletin, 
however, warned against the danger of 
obscuring the net income figure. With 
the publication of Accounting Research 
Bulletin No. 32 in December 1947, this 
warning becomes extremely important 
since, as I stated in a letter to the Direc- 
tor of Research of the Institute, dated 
December 11, 1947, which was published 
in the January 1948 Journal of Account- 
ancy, the Commission has authorized the 
staff to take exception to financial state- 
ments which appear to be misleading, 
even though they reflect the application 
of this bulletin. 


"Single Step" Profit and Loss 
Statement 


Developments during the war in the 
method of doing business, in many cases 
practically complete conversion to war 
contracts, and a growing inquisitiveness 
on the part of labor concerning facts 
about the business, put pressure on cor- 


porate officials and their accountants to 
devise a new form of profit and loss 
statement and a substitute for the bal- 
ance sheet form of statement of financial 
condition. The “single step” form of 
profit and loss statement was the first to 
come to our attention and to be given 
serious consideration. 


This new form of profit and loss 
statement was offered by several promin- 
ent and large corporations as full com- 
pliance with Regulation S-X, Rule 3-01 
relating to form, order, and terminology 
being cited in justification for the depar- 
ture from the forms previously filed in 
the form set forth in Article 5 of the 
regulation. A group of leading inde- 
pendent accountants appeared informally 
before the Commission to urge that Reg- 
ulation S-X be amended so as to permit 
wide freedom in the form and order of 
the profit and loss statement. After study 
of the matter the Commission reached the 
conclusion with respect to this proposal 
that its rules as to form and order of 
statement should not be changed. 


Reasons For Refusal 


Three reasons were given. First, it 
was felt that a convincing case had not 
been made in favor of the proposed new 
form and order. Second, it was believed 
that the new ideas had not yet gained 
sufficient recognition in actual practice to 
warrant adoption by the Commission in 
the face of its own doubts. And, third, 
the opinion was held that the proper 
place for experimentation of this kind 
was not in reports required to be filed 
with the Commission, but rather in the 
annual reports furnished by companies 
to their stockholders. 


The Commission emphasized that it 
did not wish to be regarded as opposing 
constructive changes, as such, that it was 
receptive to proposals of this character, 
and that if and when the proposed form 
of profit and loss statement became gen- 
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erally accepted its decision would be re- 
considered. 

The staff has applied these principles 
to the current proposals as to changes 
in the form of the balance sheet. It 
was agreed, however, as in the case of 
the profit and loss statement, that no 
objection would be made to the filing 
with the Commission of financial state- 
ments prepared in a form other than that 


required by Regulation S-X, provided 
that such statements were not misleading 
and were furnished as supplementary 
data and not in lieu of the prescribed 
statements. 


Examples 


In a frequently seen form the “‘single 
step’” statement appears in the following 
style: 


Statement of Income 
For the Year Ended December 31, 194— 


Revenues: 


Sales less discounts, allowances, etc. ...........-.. 000s eeeeees 


Other Revenues 


Costs and Expenses: 
Employment costs: 
Wages and salaries 
Social Security taxes 
Pensions and Group Insurance 


Materials and services purchased 
Provision for depreciation 

Losses on assets retired 

Interest and expense on long term debt 
Other charges 

State, local and miscellaneous taxes 
Provision for Federal income taxes 


Income for the Year 
Cash Dividends 


An articulate exponent of the present trend offers the following form: 


Results of Operations and Summary of Profit Employed in 
the Business—Calendar Year 19— 








wy 


as 99 
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Materials, supplies, services purchased, etc. $ xx,xxx 


Wages, salaries, company contributions for 
group insurance, retirement plan, unem- 


ployment insurance and old-age benefits. . 


XX,XXX 


Portion of cost of buildings, machinery and 
equipment allocated to operations (depre- 


PERRO a5 isd dees 485% giKeD 
TONE CGE) whos covtasdcse de ies 
Federal income tax after deducting $ 


X,XXX 





computed under “carry-back” provisions 


Deduct: Inventories carried forward to next year ........ 


Security Analyst's Criticism 


The criticism of a New York security 
analyst published in the Journal of Ac- 
countancy for November, 1947, applies 
to both of these forms. He said: 


“At least the main items of cost, 
wages, materials, selling, distribution, 
and administrative expenses, might 
well be listed separately in corporate 
annual reports. This enables import- 
ant operating and expense ratios to be 
calculated, year-to-year trends noted, 
and comparisons to be made with 
similar ratios of other companies in 
the same line. Such comparisons 
greatly aid in distinguishing the most 
efficient from the least efficient and 
high-cost enterprises. Of late there 
has been a deplorable tendency on the 
part of some major corporations to 
lump together ‘cost of goods sold’ and 
‘operating expenses’ and to omit en- 
tirely the ‘gross profit from opera- 
tions.’ One or two steel companies in 


of Internal Revenue Code ..... 


Costs allocated to year ........ 


Preteen TOE WORE se Sie cs satek sewed eee ees 
Add: Profit employed in the business at beginning of year .......... 


Deduct: Dividends of $—— per share paid in cash during year ...... 


Profit employed in the business at end of year ............eeeeeeee 






eee reese ee eeeeeeene 










eee eee eee eee eee ese eeeeeeee 


eee eee ree rere eres eeeeseeeees 





X,XxXxX 









$ Xx,xxx 


— 


the past year or two that previously 
provided a fair amount of detail in 
this respect, have recently lapsed. The 
analyst is not enthusiastic about such 
tendencies,” 


Forms Are Unsatisfactory 


Having in mind the source of this 
comment and the fact that in the Com- 
mission’s administration of the Securities 
Acts we are required to insist upon fin- 
ancial statements which will be most use- 
ful to investors, I think it is clear that 
the forms presented above are unsatisfac- 
tory in several respects. Both statements 
fail to differentiate between recurring 
and nonrecurring income (assuming the 
latter was present) and between invest- 
ment and operating income. In the sec- 
ond example interest expense is netted 
against interest income and the balance 
listed as an offset to “costs incurred.” 
In the first example there is no indica- 
ton of how the increase or decrease in 
inventories has been handled and both 
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are obscure as to the items which con- 
stitute the cost of inventories and cost of 
goods sold. There is a possible infer- 
ence, particularly in the second example, 
that all items listed as costs incurred may 
enter into the cost of inventories. This 
is not a too farfetched assumption for 
examples have come to our attention in 
which selling, general and administrative 
expenses have been included in inventor- 
ies and cost of goods sold. The prac- 
tice seems to be a carryover from war 
contract accounting practice wherein all 
recoverable costs under the contract were 
charged thereagainst. With the recon- 
version to peacetime operations we think 
this practice is no longer appropriate and 
the principle of excluding from inven- 
tories selling, general and administrative 
expenses not applicable to production as 
laid down in the Accounting Research 
Bulletin No. 29 on “Inventory Pricing” 
should be applied. 


Use of "Everyday" Language 
Deprecated 

Some of these new style income state- 
ments have substituted every-day lan- 
guage (apparently considered to be more 
understandable to lay readers), for tech- 
nical accounting terms. The use of “‘re- 
ceived from customers” and “paid for’ 
elements of cost connotes a cash basis of 
accounting which surely is not intended. 
The general idea of simplification ex- 
pressed in these statements had been used 
for a number of years prior to the war 
in special reports prepared for employees 
or as a basis for “pie” charts or other 
pictorial forms of presentation in the 
president's letter. I think this use is ap- 
propriate as a supplement, not as a sub- 
stitute; but before even subscribing to 
such limited use it should be made cer- 
tain that the interpretative value of the 
conventional style of profit and loss state- 
ment is not in the process of being sub- 
ordinated to the anticipated propaganda 
value of the new style. Nor am I ready 


to concede that informed stockholders 
and financial analysts should be confined 
to a form of reporting designed to meet 
the needs of those unfamiliar with the 
terms and principles of corporation fin- 
ance and accounting. Instead I think we 
should encourage more investors to learn 
these principles. 


In concluding this consideration of the 
profit and loss statement it may be men- 
tioned that under the Securities Act our 
registration forms for mining companies 
in the developmental and exploratory 
stage and industrial companies in the 
promotional stage require the submission 
of statements of cash receipts and dis- 
bursements instead of profit and loss 
statements as in most such cases the latter 
would be much less informative than the 
former. We also have under consider- 
ation the extension of this idea to annual 
reports for such companies. 


Narrative Statements of 
Financial Condition 


Experimentation with new forms of 
statements of financial condition as sub- 
stitutes for the balance sheet is not new, 
for companies in the developmental 


stage. The forms just referred to pro- 
vide for separate statements of assets and 
capitalized expenses, liabilities, and cap- 
ital shares. The reshuffling of the bal- 
ance sheet for large and well established 
corporations, however, seems to be a 
more recent development. The question 
as to the acceptability of these new 
forms, generally referred to as narrative 
statements, as compliance with the bal- 
ance sheet requirements of Regulation 
S-X, has arisen since the close of the 
recent hostilities. As I have indicated 
above, in some cases we have not object- 
ed to the filing of the new form as addi- 
tional information but at the same time 
we have required a statement in the cus- 
tomary balanced form. In others we have 
felt that the new style form was inappro- 
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priate and could not be accepted because 
of its misleading characteristics. 
Generally speaking we have the feel- 
ing that the narrative form violates the 
principle that specific liabilities, or classes 
of liabilities, as a rule are not claims 
against specific assets or classes of assets. 
The problem is not particularly serious 
in a company which is not only finan- 
cially sound but in which all liabilities 
are current and are exceeded substantially 
by the current assets. We have more 


difficulty as the margin grows narrow and 
question entirely the propriety of the nar- 
rative style when long term debt is pres- 
ent. Occasionally a form of debt crops 
up that is difficult to classify even on a 
balanced form of statement. In such cases 
the narrative form may give a definitely 
misleading result. 


Example 


The narrative style generally takes the 
following form: 


Statement of Financial Position 


Current assets (itemized) 


Deduct: Current liabilities (itemized) 


Net current assets (working capital) 
Prepaid expenses (cost allocable to future operations) 
Property, plant and equipment, less reserves 


Intangible assets 


Derived from: 


Capital stock, common-stated capital 


Profit employed in the business 


Appropriate supporting schedules pro- 
vide additional detail, a usual one being 
a statement analyzing the change in net 
current assets or working capital. 


$xxx,xxx 


$xxx,xxx 
XXX,Xxx 


$xxx,xxx 


A variation of this form concludes the 
first section with the caption “Invested 
Capital (net assets less current liabili- 
ties). This is supported by the follow- 
ing analysis: 


Sources of Invested Capital 


Long-term debt 

Reserves 

Capital stock: 
Preferred 


Capital paid-in in excess of par value of capital stock 
Income retained in the business (earned surplus) 


Total Invested Capital 
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Observe that this version includes 
long-term debt in the sources of invested 
capital and thereby avoids the question- 
able practice of deducting this liability 
at any point in the narrative of assets. 
Another interesting feature of this ex- 
ample is the inclusion of reserves in the 
sources of invested capital. The sup- 
porting reserves schedule shows four 
items: “Current operating,” “Insurance,” 
“contingencies,” and “other”. The in- 
clusion of all these items under the sour- 
ces of invested capital seems to demon- 
strate that all are considered to be sur- 
plus reserves. This is a step that might 
well be taken in dealing with such re- 
serves in the conventional balance sheet 
form. The publication of a statement 
of changes in working capital is also a 
very desirable feature that should not be 
restricted to use with the narrative form 
of statement. In fact the changes in 
working capital seem to me to demon- 
strate the weakness of the new form as 
they necessarily set forth that in addi- 
tion to net income as reported the sources 
of working capital are reflected in all 
areas of the balance sheet—conversion of 
plant assets through depreciation or sale, 
disposal of investments, long term loans 
and issues of bonds and stocks. Con- 
versely reductions of working capital may 
come from losses in operations, expendi- 
tures for plant or investments, repayment 
of loans, retirement of bonds and capital 
stock and the payment of dividends. This 
flow of funds within the business I be- 
lieve can be visualized more clearly and 
with less danger of misinterpretation by 
means of the balance sheet form than 
can be done in the narrative statement. 
It seems to me, therefore, that the narra- 
tive form is inappropriate except in the 
simplest situations. 


Simplification of Terminology 


Form and order as I have indicated 
do need continuous study in order to 


make the best possible presentation of 
financial data. A more serious problem, 
I think, is presented when we consider 
the confusion that seems to prevail in 
the lay mind when faced with our ac- 
counting terminology. Important sug- 
gestions have been made for the replace- 
ment of our most misconstrued terms by 
language believed to be generally under- 
standable to those not versed in the jar- 
gon of financial and accounting circles. 
Scintillating, - sarcastic, semi-serious sur- 
veys of the problem may help to awaken 
an interest in the matter but it seems 
unlikely that the public relations men 
who write the reports are themselves as 
misinformed as they sometimes appear 
to be. 


Nevertheless, any one of you can make 
a quick test by asking almost any non- 
accountant what is understood by the 
term “‘surplus” and discover that the pro- 
fession should get busy and find an ac- 
ceptable substitute. The examples of 
statements of financial condition I have 
given contain two suggestions—‘Profit 
employed in the business” and “Income 
retained in the business.” Other varia- 
tions are “Net earnings retained for use 
in the business,” “Accumulated earnings 
—in use in business,” “Reinvestment of 
profits,” and “Earnings employed in the 
business.” We have been asked whether 
these expressions are acceptable substi- 
tutes for “earned surplus.” Subject to 
possible complications in individual cases, 
these phrases are not only acceptable but 
a desirable step in improving investor un- 
derstanding of the statements in which 
they are used. 


Complications Requiring Solution 


Complications for which a solution 
must be sought in individual cases arise 
when earnings have been capitalized by 
the payment of stock dividends or by an 
increase in the stated value of various 
classes of outstanding capital shares. 











Consideration must also be given to the 
proper presentation of appropriations 
from surplus for reserves or to indicate 
restrictions on surplus from a variety of 
causes. An unqualified use of the terms 
“Accumulated earnings—in use in busi- 
ness” or “Income retained in the busi- 
ness” would appear to be technically in- 
correct and misleading when earnings 






Appropriated for: 
Inventory price decline 
Contingencies 


Unappropriated 













A variation of this presentation could 
be made to handle the stock dividend 






Balance not capitalized 
Appropriated for: 
Inventory price decline 


Contingencies 
Self insurance 
Unappropriated 








This form of reporting properly classi- 
fies that incomprehensible group of re- 
serves commonly shown between “‘liabil- 
ities” and ‘‘capital and surplus” concern- 
ing which it is left to the reader to de- 
cide the treatment to be given in analyz- 
ing the financial position of the reporting 
company. 

Considerable criticism has been direct- 
ed to the all too common practice of 
heading the right hand side of the bal- 
ance sheet with the one word, “‘liabili- 
ties.” This is a valid criticism. The 
Regulation S-X solution is to require the 
caption “Liabilities, Capital Shares, and 
Surplus.” This is more descriptive than 
the single word but, since it includes the 
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Earnings employed in the business: 


seeeeeeene 


Workmen’s compensation insurance 
Payment of interest and sinking fund on debentures ............ 
Cost of retirement of preferred stock 


Accumulated earnings—in use in the business 
Less: Added to capital stock through stock dividends .... 


Replacement of plant at higher prices 








75 





have been capitalized or appropriated and 
shown otherwise than as a part of the 
recaptioned earned surplus. 

Assuming that no earnings have been 
capitalized by a restatement of capital, a 
recent report of one of our largest cor- 
porations offers a solution to the display 
of appropriations from earnings as fol- 
lows: 




















complication, perhaps in this manner: 























sometimes misconstrued word “Surplus,” 
could be revised to advantage. The term 
“net worth” which still appears in some 
of the texts—even recently revised ones 
—and rarely in published reports, is open 
to criticism because of the possibly mis- 
leading inference that the balance sheet 
reveals the present value of the business 
in the figures as stated. Such an infer- 
ence generally would be denied by ac- 
countants but laymen are hard to con- 
vince. 


It seems unnecessary to catalogue other 
technical terms in common use in our 
profession and attempt to offer laymen’s 
synonyms for all of them at this time. 
Certainly this is a field that should re- 
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ceive prompt and careful consideration, 
for I believe it, rather than the mechan- 
ical forms or order of presentation, is 
the principal root of our trouble. 


All-inclusive Income Statement 
Rejected By A.I.A. 

I referred previously to Accounting 
Research Bulletin No. 32 issued by the 
A.A. Committee on Accounting Pro- 
cedure in December 1947. In an article 
entitled “The Increasing Significance of 
the Income Statement,” appearing in the 
January 1948 Journal of Accountancy, the 
Institute’s president, Mr. George D. 
Bailey, stated that this bulletin ‘“‘defin- 
itely rejects the all-inclusive [income] 
statement, wherein all items that have 
passed through the books during the year 
have to be treated in arriving at net 
income for the year, and accepts instead 
the principle that the net income shown 
must be as significant as possible of the 
operations of the business for the year.” 
If this bulletin is accepted generally by 
the accounting profession it will indeed 
be a definite change in trend for it has 
been our impression, based upon studies 
we have made,* that during the past sev- 
eral years the practice of making direct 
charges and credits to surplus, other than 


* “An Analysis of Charges and Credits to 
Earned Surplus, 1939-44,” The New 
York Certified Public Accountant, Sep- 
tember 1946. 


to reflect the transfer of net income and 
the distribution of dividends, has been 
on the wane; in other words, prior to 
the issuance of Bulletin 32 there had 
been a definite trend toward the “‘all- 
inclusive’ income statement. As stated 


in my letter of December 11, 1947 to 
the Institute's Director of Research which 
was previously referred to, this feature of 
the bulletin was one of the principal 
reasons for our objection to it. 


I think it appropriate to state that, so 
far as we have been able to determine 
from our reading of such published re- 
ports for 1947 as we have been able to 
obtain, we have noticed little, if any, 
change in practice with respect to the 
treatment of “extraordinary” items such 
as those referred to in Bulletin 32. 


In conclusion I should like to make 
it clear that we are heartily in accord 
with any changes in principle or practice 
which will improve the quality of finan- 
cial statements to the end that there can 
be no reasonable doubt as to their pur- 
port. However, the determination to 
adopt any material changes in the form 
and content of published reports, particu- 
larly if such changes involve basic ac- 
counting principles, should be arrived at 
only after exhaustive consideration which 
will leave no argumentative point unset- 
tled. 


Security Most Important Factor In Employee Morale 


That “job security” is the most important consideration of wage-earners was 
established by the United States National Industrial Conference Board in a survey 
recently conducted among several thousand employees in six establishments. Of 
71 factors listed on the questionnaire “job security” was marked as the most 
important factor by nearly one-third of all persons canvassed. Executives and 
labour leaders had previously indicated that compensation would be the first 
choice of the workers; in fact it was ranked first by less than one-tenth of them.— 


The Labour Gazette, April, 1948. 
























Depreciation 


Fo the last quarter of a century ac- 
countants have been attempting to de- 
velop accounting practices which rely 
upon objective evidence and are there- 
fore subject to reliable standards of 
measurement. The reasons behind such 
an endeavour are obvious and, fortunate- 
ly, have met with some degree of success. 
As a result of this trend in practice, it 
has become an almost universal concept 
that the accounting for assets should be 
based upon cost, be it an actual outlay 
of money or a reliably determined cost. 
The next logical step has followed natur- 
ally: depreciation charges in respect of 
fixed assets have been based upon this 
cost figure. 


Because of the violent fluctuations in 
the value of the monetary unit during 
recent years, a number of the accounting 
practices so painstakingly developed over 
a considerable period have become sub- 
ject to rather severe criticism. Some prac- 
tices are challenged only on the basis 
that too much homage is being paid to 
“sacred cows’, while others are said to 
be “out of step with the times”. While 
the validity of criticism based upon the 
first premise does not carry the same 
weight as that based upon the second, 
it is well to bear in mind that established 
practice is not always the best merely 
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because it has acquired a certain status 
and familiarity. This is particularly true 
in the field of accounting where the pur- 
pose is to record, in an intelligible man- 
ner, the financial effect of business trans- 
actions. To accomplish this aim, the 
practices of accounting must be subject 
to continuous revision as the needs and 
long term best interests of the business 
community become evident. 


Financing of Replacements 
Those responsible for the management 
of enterprises, large and small, are faced 
with a problem of considerable magni- 
tude in the matter of financing replace- 
ments of buildings and equipment. A 
substantial proportion of the productive 
assets now in use were purchased in the 
1930's at the level of prices then pre- 
vailing which was considerably lower, 
in terms of dollars, than that existing 
today or likely to prevail for some little 
time. All are aware that individual 
buildings and machines are steadily and 
surely approaching the end of their econ- 
omic usefulness and that if the enter- 
prises are to continue these must be re- 
placed with modern, efficient units. 

If the monetary unit retained a stable 
value over the years, depreciation charges 
based upon cost would in the end equal 
the amount originally invested in the 
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building or equipment and, assuming 
that the replacement was to be of the 
same general character, would equal the 
cost of the replacement. If, in the mean- 
time, the management did not disburse 
in dividends any amounts in excess of the 
profits, the organization would have 
funds available to replace the worn out 
assets. At the present time however, re- 
placement costs are materially in excess 
of original costs and thus in excess of 
the funds available to pay for the replace- 
ments. To add to the problem, manage- 
ment is faced with demands by employees 
for higher wages, shareholders for in- 
creased dividends and the public for low- 
er prices, to say nothing of the demands 
of governments in the form of taxes. 
Management realizes that all these de- 
mands cannot be met out of reported 
profits, high though they may seem in 
terms of dollars in some instances, and 
still leave sufficient funds available to 
meet the rising replacement costs. It 
follows naturally, though not necessarily 
logically, that management has put for- 
ward the proposition that “depreciation” 
should be based upon current or replace- 
ment costs of the fixed assets rather than 
the original costs. In those industries 
in which the investment in buildings 
and equipment is proportionately high in 
relation to the invested capital, the mat- 
ter of asset replacement is literally one 
of life or death. 


Management's Proposal 

The proposal put forward has two var- 
iations. The first is that depreciation 
should be based upon the current cost, 
that is the presumed cost as at the date 
of the financial statements. The second 
is that it should be based upon the es- 
timated eventual replacement cost. The 
second variation can be discarded with- 
out much hesitation, since it is obviously 
not logical to judge present results with 
measuring sticks which cannot be cali- 
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brated until some future date nor to as- 
certain profits on the basis of guesses 
as to what will be the prevailing condi- 
tions at some date in the future. 


Depreciation Defined 
Much has already been written upon 
this topic, and undoubtedly much more 


remains to be said. In any discussion 
of this nature, it is well to try and de- 
fine the terms used. Webster's Diction- 
ary defines depreciation as being the “‘de- 
cline in value of an asset due to such 
causes as wear and tear, action of the ele- 
ments, obsolescence and inadequacy.” 
Bulletin No. 22 of the Committee on 
Accounting Procedure of the American 
Institute of Accountants defines deprecia- 
tion accounting as “‘a system of account- 
ing which aims to distribute the cost or 
other basic value of tangible capital as- 
sets, less salvage (if any), over the es- 
timated useful life of the unit in a sys- 
tematic and rational manner. It is a pro- 
cess of allocation, not of valuation.” 
Recommendation IX on Accounting 
Principles by the Institute of Chartered 
Accountants in England and Wales states 
that depreciation “represents that part of 











the cost of a fixed asset to its owner 
which is not recoverable when the asset 
is finally put out of use by him.” 


A review of the literature on the sub- 
ject and of accounting practice confirms 
the general tenor of the definitions set 
out above and, in addition, indicates 
clearly that “‘cost’”’ is taken to mean the 
number of dollars (or other monetary 
unit) paid out by the user to acquire the 
right to the asset or its otherwise reliably 
determined fair value. It appears there- 
fore that the present meaning generally 
given to “depreciation for the year” is: 

“The proportionate amortization of 

the cost (original dollar cost or re- 

liably determined cost, in some in- 
stances) of an asset occasioned by 
wear and tear and the action of the 
elements, obsolescence and inade- 
quacy.” 

The Difficulties of Terminology 

The problem here under consideration 
is subject to confusion because of the 
same condition that exists in respect of 
certain other accounting practices. This 
is one of terminology. Accountants, 
shareholders and management often 
find that although they are all talk- 
ing of “depreciation”, they are in fact 
giving the term at least three different 
meanings. Many of the misconceptions 
in connection with financial statements 
are a direct result of the accountants’ 
habit of using a term, which has a fairly 
widely recognized general meaning, as a 
technical, highly restrictive term. In 
order to clear the path for the proper 
analysis of this problem of ‘depreciation 
on current costs’ it seems reasonable to 
avoid the terminology pitfall. Specifical- 
ly, the suggestion is here made that the 
word “depreciation” be confined to de- 
scribe the amortization of original cost, 
or in some cases determined cost, and 
that the term “Depreciation on current 
cost, or current replacement value” be 
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avoided. Surely it should not be too dif- 
ficult to develop a title which will be 
properly descriptive of what is really 
meant in this connection. 


If this problem was solely one of term- 
inology it could, I believe, be just so 
simply disposed of. However as stated 
earlier, one basic motivation for account- 
ing is that it must serve a useful purpose. 
If management is convinced that it has a 
problem which accountants may help to 
solve, then the responsibility should be 
shouldered willingly. The solution to 
this problem is not only one of practical 
finance, but one which is rooted in fun- 
damentals. The concept of calculating 


‘depreciation on costs, or to put it in other 


words, of accounting for assets and li- 
abilities in terms of dollars, really be- 
came established firmly in the latter part 
of the last century. In those lush days 
the pound sterling was the acme and the 
all of exchange, and for anyone to sug- 
gest that the pound was not synonymous 
with value and stability was to question 
the base upon which economic expansion 
was founded and, of course, was regard- 
ed as rank heresy. It should be said that 
this was in fact the case for many years 
and, so long as the value of the mone- 
tary unit remained relatively stable, the 
accounting for monetary units was in fact 
an accounting for income in the “econ- 
omic’ sense of the word. 


Should Concepts be Changed 


It thus appears that one of the first 
things to be settled is whether accounting 
is to evolve techniques which will ac- 
count for ¢hings in terms of always vary- 
ing but nevertheless current (as at the 
date of the presentation) dollars, or 
whether it is to continue as a means of 
accounting for dollars, or monetary un- 
its, only. If the demand proves to be 
for the former, then sound procedures 
will have to be devised. This does not 
mean that all the concepts and practices 
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so painstakingly developed and carefully 
nourished over the last half century 
should be lightly discarded. It does mean 
that they should be subjected to critical 
review and where necessary, altered to 
meet changing requirements. 

If the concept is to be changed so that 
we must account for things, this seems 
to indicate that the proprietorship equity 
is to be safeguarded against decreases or 
increases in the value of the monetary 
unit, or in other words, that the profit 
and loss statement, or some extension 
thereof, is to be used to record the effects 
of changes in the value of the dollar 
in addition to the changes wrought by 
operations. If such a concept is to be 
accepted then it follows logically that all 
items of profit and loss should be sub- 
ject to the same basis of valuation. 

Mr. E. H. Davison, in The Accountant 
of 20th December 1947, puts forth the 


case for the acceptance of this concept 
as follows: 


“As I see it, it is the function of an 
industrial concern to produce goods 
and services. It seems to follow that 
the only true measure of growth in a 
concern of this type is the amount of 
the expansion of its capacity to pro- 
duce goods and services; conversely, a 
reduction in such capacity predicates 
a contraction in the size of the com- 
pany. 

“In a continuing business, therefore, 
the true object of the depreciation 
policy must be to conserve the produc- 
tive capacity of the fixed assets, that 
is, to keep in the business such 
amounts as will enable those assets, 
when they fall out of use, to be re- 
placed with assets of equal productive 
capacity. 

“I believe it is held in some quarters, 
that the question of depreciation on a 
replacement basis is a matter of finan- 
cial prudence or financial policy. This 
view is, I believe, quite clearly incor- 


rect. The question is one of the as- 
certainment of profit, and ‘matters of 
financial policy’ do not arise until we 
have to consider what we are to do 
with the amounts we have set aside 
out of profits as depreciation provis- 
ions—how we are to invest them, and 
so on.” 


Objective Evidence of Transactions 
Even if some basic concepts are to be 
changed, there is one that should remain 
inviolate. This is that the accounting 
record should be based upon reliable, ob- 
jective evidence and, therefore, not sub- 
ject to the whims or opinions of man- 
agement or other particularly interested 
parties. Much of the objection raised 
to this new proposal is based upon this 
ground, and is for this reason sound. 
The Committee on Accounting Procedure 
of the American Institute of Account- 
ants, in Bulletin No. 33 set out this 
objection as follows: 
“It has been suggested in some quar- 
ters that the problem be met by in- 
creasing depreciation charges against 
current income. The committee does 
not believe that this is a satisfactory 
solution at this time. It believes that 
accounting and financial reporting for 
general use will best serve their pur- 
poses by adhering to the generally ac- 
cepted concept of depreciation on cost, 
at least until the dollar is stabilized at 
some level. An attempt to recognize 
current prices in providing deprecia- 
tion, to be consistent, would require 
the serious step of formally recording 
appraised current values for all prop- 
erties, and continuous and consistent 
depreciation charges based on the new 
values. Without such formal steps, 
there would be no objective standard 
by which to judge the propriety of the 
amounts of depreciation charges 
against current income, and the sig- 
nificance of recorded amounts of profit 
might be seriously impaired.” 











Statements for Various Purposes 


Accountants have recognized for many 
years that no one set of financial state- 
ments will serve all purposes and that to 
present the several aspects of a problem 
or situation, several sets of statements, 
each drawn up using the different as- 
sumptions applicable to each set of cir- 
cumstances, may be required. It is, per- 
haps, this lack of understanding by the 
general reader of accounting statements 
which prompts suggestions such as this 
article purports to discuss. Unless the 
reader has some understanding of the 
conventions and concepts upon which 
financial statements are prepared, it is 
only too easy to became confused and 
to draw misguided conclusions. In ad- 
dition, while the reader may be only too 
well aware of the decline in the value 
of the dollars in his own pocket, it is 
doubtful if he utilizes such knowledge 
when he is interpreting financial state- 
ments. If statements should be prepared 
on the basis of current dollars or to re- 
flect “economic” income there is a chance 
that the misinterpretations, deliberate or 
otherwise, might be reduced. This con- 
stitutes an argument for the considera- 
tion of the problem posed by the specific 
suggestion of relating “depreciation” 
charges to current costs. 


Matching of Current Costs and 
Revenues 

Many practical difficulties stand in the 
way of the solution some of which may 
prove difficult or even insuperable but 
certain hesitant steps have already been 
taken in this direction. The develop- 
ment of the LIFO method of inventory 
valuation resulted from a demand that 
the cost of goods sold should be stated 
in terms more nearly approaching those 
reflected in the sales figures. There were 
of course other reasons, which were not 
of this high calibre, but in all fairness 
these should not be allowed to offset 
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what good there is in the method. A 
significant proportion of accountants and 
businessmen are prepared to accept the 
validity of this method of inventory 
valuation, and the argument that a 
somewhat similar principle should be 
applied to the valuation of fixed as- 
sets appears to have merit. If a 
change is going to be made in the 
policy of stating expense in terms of 
“current dollars”, the logical course 
would be to state the costs upon the same 
bases of valuation as the revenues, there- 
by arriving at a reasonably fair and 
equitable matching of costs and revenues. 
This meets a practical difficulty of some 
magnitude, in that to apply such a pro- 
cedure literally would necessitate the cost- 
ing of every sale throughout the period 
in terms of costs current at the date of 
the sale. The costs here referred to 
would not only be the costs of materials 
held for processing and resale but all 
items of expense such as labour, services, 
supplies etc. A reasonable and practical 
method of arriving at substantially the 
same result might be to average the varia- 
tions during the year, having regard to 
the variations in the level of business ac- 
tivity as applicable to the concern under 
review as well as to the variations in the 
value of the dollar during the period. 


Index Numbers 
In determining the variations in the 
dollar during the period under review, 
it appears that the only solution which 
would meet the requirements of reliable 
objective evidence, would be to use index 
numbers compiled by a governmental or 


-Other disinterested organization. In this 


connection it must be borne in mind 
that a general index of prices would not 
necessarily be suitable. The Dominion 
Bureau of Statistics presently compiles 
indices relating to a variety of endeavors 
and no doubt arrangements could be 
made to expand the number, in order to 
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secure a reasonable coverage in respect 
of the various forms of industrial or 
commercial activity. Some of these pres- 
ently available might be reliable figures 
to use for the adjustment of recorded 
costs to the “economic” levels. For in- 
stance, the index figure for industrial 
construction costs might be used to trans- 
late the original cost figure of the build- 
ing of a manufacturing enterprise to 
“current” cost, for the purpose of cal- 
culating the charge to profit and loss in 
respect of “‘asset amortization and re- 
placement”. 


Balance Sheet Adjustments 


In order to carry the application of the 
changed concept to the logical conclusion, 
and to derive the utmost benefit obtain- 
able from its use, it would be necessary 
to adjust the balance sheet figures in a 
similar manner. This would have the 
advantage of segregating the changes in 


proprietorship equity resulting from op- 
erations from the changes resulting from 
inflation or deflation instead of lumping 
the two together as is done in statements 
drawn up under presently accepted con- 


cepts. While it would have to be admit- 
ted that such a distinction could not be 
claimed to be absolutely accurate, it does 
seem that it would be approximately cor- 
rect and, in any event, more information 
is usually better than less. If “balance 
sheets” were prepared in terms of cur- 
rent dollars the problem of presenting 
comparative balance sheets, which must 
be done in order to render a reasonably 
informative picture of the results of op- 
erations, would be considerable. The 
difficulties encountered in translating the 
“balance sheet” of a year or ten years 
ago into “current” dollars would be of 
some magnitude, but to. say the least 
the information that would be tre- 
vealed by such a procedure would be sur- 
prising. In this connection, anyone in- 
terested in this problem is strongly ad- 


vised to attempt such a procedure as a 
demonstration of the complexities in- 
volved. 


Another factor which would have to 
be recognized at the outset of any such 
change in practice is that the procedure 
to be followed over the years should be 
consistent and therefore applicable in 
those years when the value of the mon- 
etary unit increased as well as those when 
it declined. It should be recognized that 
this might result in the charge in re- 
spect of “asset amortization and replace- 
ment” being less than it would be if 
calculated with reference to the original 
dollar cost of the asset. 


Adjustments for Tax Purposes 


Because of the substantial interest in 
the profits of all forms of activity by 
various governmental bodies, the applica- 
tion of taxes and their determination will 
be a significant factor to be taken into 
consideration in arriving at any solution 
to this problem. Up to the present time 
in Canada, the tax laws have allowed 
for depreciation based upon original 
cost. It might be argued that, to the 
extent that the tax laws levy a tax on the 
difference between original cost and re- 
placement cost, they destroy the incentive 
to maintain plant at the highest level of 
efficiency compatible with the circum- 
stances of the organization concerned. If 
taxes are at too high a level it is quite 
conceivable that the organization would 
not be in a position to replace its plant 
at the end of its useful life, and would be 
forced to discontinue operations, thereby 
ceasing to produce profits which would 
be subject to tax. The producer of the 
“golden eggs” would then be extinct. It 
should be possible to arrange a reason- 
able and practical method of calculating 
the allowance for “‘asset amortization and 
replacement” which would be suitable 
for tax purposes and yet which would 
fall within the bounds of the concepts 
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herein projected. It is fair to assume that 
the Minister and his officials would be 
receptive to any reasonable recommenda- 
tions in this connection. In any event, 
serious consideration would have to be 
given to the amount of the charge in 
respect of taxes on income, because it 
would seem to be inevitable that if profit 
and loss statements are recast to show 
“economic” income, the tax figure might 
well be calculated upon some amount 
significantly at variance with the “profit 
before taxes” figure in the revised state- 
ment. To avoid misleading inferences, 
measures would have to be developed to 
offset this variation. 


Two Sets of Statements 


No matter to what degree statements 
can be adjusted to show “economic” as 
opposed to “dollar” profits, it would 
seem that the reader should always be 
presented with both sets of statements, 
along with an adequate explanation of 
the concepts utilized in theig preparation, 
so that he will be in a position to ar- 
rive at a fair and reasoned conclusion 
as to the concern’s progress and state of 
affairs. It is admitted that it is perhaps 
too much to ask of financial statements, 
that they guide the reader to a reasonable 
conclusion but it is believed that account- 
ants must prepare statements on the as- 
sumption that the readers thereof act in 
the manner of reasonably intelligent in- 
dividuals. 


Another Motive Behind the Proposal 

In considering this problem there is 
another motivating force which should 
perhaps be reckoned with. The high 
level of economic activity coupled with 
the declining value of the monetary unit 
has brought about a very natural increase 
in dollar profits. Since the cost of living 
has risen sharply during the past two 
years public corporations have exper- 
ienced a heavy barrage of criticism in 
respect of these larger, in terms of dollars, 
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profits. It is only natural that the cor- 
porations would attempt to offset this 
criticism and it is more than likely that 
this is a major motivating factor behind 
the clamor for “depreciation on replace- 
ment cost”’. 


Position of Bondholders 


These arguments for the increase in 
the “rent” for the use of plant have all 
been based upon the protection of the 
shareholders’ equity. If the dividend 
and capital return to the shareholders is 
to be protected on an “economic” basis, 
is it not only fair to protect the status 
of others who have contributed to the 
success of the enterprise? This is par- 
ticularly directed to the position of bond- 
holders and preferred shareholders. 
Should not their investments be protected 
so that when the obligation matures the 
lender is repaid the same amount, in pur- 
chasing power, as originally provided? 
The answer is that it was never contem- 
plated that the funds raised years ago 
would be available to replace plant at 
the end of its useful life. The funds 
were secured under certain terms to pur- 
chase assets which it was expected would 
earn sufficient to pay the interest on the 
obligation, provide funds to repay the 
obligation and leave some surplus in ad- 
dition. When the assets were to be dis- 
carded it was anticipated that the original 
obligation would have been retired and a 
new one would be entered into to pro- 
vide funds for plant replacement and the 
continuation of the enterprise. 


Persons investing funds in a business, 
or an annuity, realize that the deprecia- 
tion or appreciation of money is a risk 
to be considered, and that if they ac- 
cept an obligation with fixed rates of re- 
turn they have to be prepared to accept 
this risk. Those who wish to hedge 
against inflation often purchase common 
shares, thus putting themselves on what 
might be termed a “real estate” basis. It 
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does seem that it is straining the point 
to suggest that accounting practices 
should assist in the further protection of 
this common stock hedge. 


Further Study Suggested 


In the foregoing paragraphs I have 
attempted to set out some of the pros 
and cons in respect of this lively con- 
troversy, and I readly admit that no spe- 
cific solution has been provided. It does 
appear to me, however, that as account- 
ants we should always be mindful that 
if we are to fulfil our place in the econ- 
omic sphere, we must render a useful 
service. For such service to be really 
useful, we must keep in mind not only 
the immediate and long run interest of 
our clients but also the implications of 
any practices or changing concepts upon 
the community at large. No useful ser- 
vice is performed if practice is distorted 
to meet a temporary but vociferous com- 
plaint. The general aspects of the prob- 
lem of the adequacy or otherwise of de- 
preciation charges based upon original 


cost and the accuracy of profit reporting 
generally need much further considera- 
tion. No gain will result from “duck- 
ing” a problem such as this by the state- 
ment that there are no objective means 
of measurement or by assuming that the 
mathematics of adjustment are too com- 
plex to be susceptible of reasonable solu- 
tion. 

The suggestion that the charge for “‘as- 
set amortization and replacement” should 
be based upon the current cost or cur- 
rent dollar value of the assets involved 
contains the germ of an idea which might 
prove to be a solution to some of those 
problems of profit determination which 
seem so difficult of solution at the mom- 
ent. If the various aspects of the prob- 
lem are given adequate study, and if care 
is taken to see that we do not discard 
concepts which have proven their useful- 
ness over the years before we are reason- 
ably sure that we have evolved something 
better, accounting will take a major step 
forward and provide further proof of 
its economic usefulness. 


Paris in the Spring, tra la! tra la! 

Our professional colleagues in France lose none of their Gallic qualities be- 
cause of their daytime immersion in the somewhat dry world of figures, francs 
and finances. The programme of the International Congress on Accountancy held 
under their auspices in Paris from May 9th to May 15th, while making ample 
provision for the serious matters in hand, did not neglect the lighter side. There 
were, naturally, a reception and grand banquet and ball. Even the tour of 
Versailles, and the motor trip to Rheims, though they could take place only in 
France, might find counterparts at Congresses held in other countries—though 
one feature of the motor trip to Rheims, viz., Déjeuner au champagne (which we 
perhaps wrongly interpret as “luncheon with champagne”) has something of 
that effervescence which is associated with La Patrie. The programme, however, 
for Tuesday evening, May 11th leaves the matter in no doubt, particularly the 
manner in which the difficulty of the last hour was solved. Here is the programme: 

“Mardi, 11 Mai... 

“Evening: An artistic evening at the ThéAtre Marigny, with buffet at 
the intermission. 

“—-A difficulty having suddenly arisen in respect of the last hour, an 
additional programme has been arranged; the evening will be spent at “The 

Folies-Bergere”. 


It is expected that a complete report of this Congress will be given by Mr. Beauvais 
at the annual meeting of the Dominion Association at Regina Aug. 23 to 27th.—Ed. 
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ee the year 1947 might be 
classified as reflecting operations un- 
der a peace-time economy, it cannot be 
divorced from the effect of the readjust- 
ments which have followed in the after- 
math of World War II. . Scarcities still 
existed in certain of the essential com- 
modities and the backlog of civilian de- 
mand coupled with the European re- 
habilitation picture had distinct reflections 
in the primary production picture with 
which corporation management was faced 
throughout the year 1947. 


Canadian Industry in 1947 


The following excerpt taken from the 
April 1948 Monthly Commercial Letter 
issued by the Canadian Bank of Com- 
merce sums up fairly accurately the 1947 
picture of Canadian industry: 


“The whole picture of industrial Can- 
ada is a changing and expanding one, 
as enterprising businessmen are investing 
large sums to improve and diversify ex- 
isting manufacturing facilities and to 
build new plants. The programme is the 
largest of its kind ever to be undertaken 
in Canada. This strong forward move- 
ment represents the progressive spirit of 
industry in the face of labour and ma- 
terial shortages, as well as of rising con- 
struction and equipment costs. It should 





Fiscal Policy of Corporation 
Management During the Year 1947 


By Professor J. D. Campbell, M.Com. 
(Professor of Accounting, University of Alberta 


85 





be emphasized that while this further 
industrialization of the country springs 
from private initiative it promises to have 
far-reaching effects — a greater and more 
varied production of goods, new employ- 
ment opportunities and higher payrolls.” 

An examination was made of the 1947 
published financial reports of 179 com- 
panies which had their year ends in 1947, 
ranging from January to December (98 
with year ends in December). The ma- 
jority of the statements were consolidat- 
ed. Comparisons were made with the 
previous year’s financial position for each 
company and sources and application of 
working capital statements were prepared 
in each case. An attempt has been made 
to draw certain generalized deductions as 
to the fiscal policy of Canadian industry 
for the year 1947. 

As certain rather close relationships 
do exist within the fund picture as to 
actual performance it has been consid- 
ered advisable in this study to utilize 
these apparent relationships in order to 
facilitate the interpretation of the data 
prepared. The term ‘retained earnings’ 
represents the excess of reported profits 
over dividends declared. ‘Unexpended 
depreciation’ represents the excess of de- 
preciation over the expenditure made on 
fixed assets by management. ‘Net is- 
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sues’ represents the excess of issues over 
redemptions. 

An arbitrary priority has been given 
to the source and application of funds, 
namely in the order of retained earn- 
ings, unexpended depreciation, working 
capital and net issues (funded indebted- 
ness, preferred shares and common shares 
in the order mentioned). In the inter- 
pretation of the data presented on the 
subsequent tables the above assumptions 
should be kept in mind. 

The ‘study proper has been segregated 
into five main subdivisions namely: 

I Fixed asset expenditures 
II Retaining earnings 
III Working capital 
IV Security issues and redemptions 
V General 
Fixed Asset Expenditures 

As a suitable background for the con- 
sideration of the data compiled covering 
the expenditures made by the corpora- 
tions on fixed assets and the sources of 
funds utilized for this purpose it might 
be advisable to bear in mind (i) that 
certain concerns had not yet completed 
at the end of 1946 the rather extensive 
expansion program set down by manage- 
ment at the cessation of hostilities; (ii) 
that scarcities of materials and manpower 
in 1946 caused certain concerns which 
contemplated expansion in 1946 to di- 
vert it to the year 1947; (iii) that the 
general rise in construction costs in 1947 
tends to distort the quantitative picture 
as to effective production units added. 
To the above might be added the incen- 
tive given general business by the gov- 
ernmental fiscal policy encouraging in- 
dustrial expansion in Canada through 
special depreciation allowances in the 
post war period. 

Table I presents the data collected for 
the expenditures on fixed assets by the 
Canadian corporations examined. The 
segregation of the data has been made on 


Professor J. D. Campbell is as- 
sociate professor of Accounting 
at the University of Alberta. 
After obtaining his Master's de- 
gree in Commerce from 
Queen's University he entered 
into articles with Clarkson Gor- 
don & Co. and was admitted to 
the Institute of Chartered Ac- 
countants of Ontario in 1938. 
Prior to joining the faculty of 
Alberta University Professor 
Campbell served in the corpor- 
ation assessing division of the 
Income Tax Division at Ottawa 
and instructed in accountancy 
at his alma mater. 


the basis of the method of financing 
utilized by each of the groups of com- 
panies. 

In examining Table I it is interesting 
to note that a distinctly different pattern 
existed as to means of financing from 
that found in the financing utilized cov- 
ering the fixed asset expenditures made 
by a representative number of Canadian 
corporations in 1946. 

The following table serves to indicate 
the variances. 


TABLE II 


COMPARATIVE ANALYSIS OF MEANS 
OF FINANCING FIXED ASSET 
EXPENDITURES 

1947 


1946* 
37.7% 
22.6 


Depreciation 
Retained Earnings 
Decrease in 
Working Capital 
Miscellaneous 


12.3 7.7 


3.7 


Total internal .... 71.7% 


Securities 


(External) 14.4 28.3 


100.0% 100.0% 


* Information taken from a similar 
study made for 1946 and published in 
September 1947 issue of THe CANADIAN 
CHARTERED ACCOUNTANT. 
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The change in the relative weighting 
as to external and internal means of 
financing should be weighted by the 
relative size of the individual company 
expenditures as compared to the net 
funds available from internal sources. 
Of the sample companies included in 
the 1946 study 21% utilized net issue 
of securities in their expansion pro- 
grams whereas in 1947 only 20.6% 
utilized net issues. 


The decline in the percent utilization 
of working capital is in part accounted 
for by a decline in the use of resources 
in the form of marketable securities and 
cash held dormant during the war years. 
In 1946 this item represented a substan- 
tial portion of the decrease in working 
capital directed towards fixed asset ex- 
pansion. The 1947 picture indicates a 
reduction in the item of investments but 


not to the same extent as in 1946. 

The depreciation provisions made 
during the 1947 fiscal year represented 
possibly a more than normal provision 
for depreciation insofar as the companies 
concerned were providing above normal 
rates on reconversion assets. Based on 
the above, the facts set out on Table 1 
indicate a distinct expansion programme 
with one hundred and forty-seven com- 
panies (82%) making expenditures on 
fixed assets in excess of the provisions 
made in their books for depreciation. 
Of the sample studied in 1946 only 
65.5% of the companies fell within this 
category. 

No distinct industry pattern was dis- 
cernible in the companies examined. This 
would lead one to believe that the expan- 
sion was not confined to definite in- 
dustries. 


TABLE III 


SOURCE AND APPLICATION OF WORKING CAPITAL FOR 147 CANADIAN 
CORPORATIONS HAVING AN EXCESS OF FIXED ASSET EXPENDITURES 
OVER THEIR DEPRECIATION PROVISIONS IN 1947. 


($000 omitted) 


Net profit after provision 
for depreciation 
Less dividends paid—common 
preferred 


Issue of funded indebtedness 


Less redemptions funded indebtedness .... 


Issue of preferred shares 
Less redemptions preferred shares 


Issue of common shares 
Less redemptions common shares 


Miscellaneous 
Less: 
Increase in working capital 


Investment in subsidiaries 


Fixed asset expenditures 
Less depreciation provisions 


$364,861 
190,180 $174,681 


$270,186 
124,709 


$145,477 


20,597 24,753 


49,394 
40 49,354 


219,584 
14,511 
$ 408,776 


$185,262 
5,686 


$345,394 
127,566 


190,948 


$217,828 
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Table III and IV present the accumu- 
lated condensed source and application 
of funds statement for the one hundred 
and forty-seven companies showing an 
excess of fixed asset expenditures over 
the depreciation provisions as well as 
the summary of the detailed changes in 
the various items making up the working 
capital. 


TABLE IV 


CHANGES IN WORKING CAPITAL 
FOR 147 CANADIAN CORPORA- 
TIONS HAVING EXCESS OF FIXED 
ASSET EXPENDITURES OVER THE 
DEPRECIATION PROVISIONS IN 





1947. 

($000 omitted) 
RE ae ee $ 35,283 
Accts and bills revble .... 62,398 
Inventories .............ccecc000e 248,195 
Investments ................006- —11,727 
Deferred charges ............ 9,612 
I a 8. bck casseds —21,170 
Accounts payable .......... —72,577 
Reserve for taxes ............ —42,556 
Misc. accruals ................ —22,196 

Net increase .............. $ 185,262 








The analysis made under Table I re- 
presents an individual analysis of each 
company whereas the information pre- 
sented on Table III exhibits a summar- 
ization of the individual source and 
application of funds statements by 
amounts only. 


An examination of Table IV reflects 
the normal working capital picture which 
one would expect in light of the sub- 
stantial expansion in fixed assets pre- 
viously indicated. The substantial in- 
crease in inventories carried may reflect 
a tendency on the part of management 
to build up inventories due to either or 
both of the supply situation and the 
trend in the price level. A comparison 
with the 1946 picture shows that the 
relationship of the increased inventories 
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to fixed asset expenditures to be 39% 
in 1946 and a substantial increase to 
63% in 1947. 

The increases in bank loans, accounts 
payable and miscellaneous accruals would 
appear to reflect current production 
tempo. The change in the reserve for 
taxes is indicative of increased earnings 
arising from a combination of greater 
business activity and the lifting of th 
price ceilings. 

Tables V and VI present the accumu- 
lated condensed source and application 
of funds statements for the thirty-two 
companies which show unexpended de- 
preciation as well as the summary of the 
detailed changes in the various items 
making up the working capital change. 

An examination of Tables .V and 
VI indicated a somewhat different pat- 
tern from that presented on Tables III 
and IV with net redemptions of secur- 
ities replacing net issues and unexpended 
depreciation in place of overexpended 
depreciation. A similar situation ex- 
isted in 1946. 

The complete picture set out on Tables 
V and VI might be classified as one of 
conservatism or retrenchment where the 
management of the companies involv- 
ed appears to be strengthening the fin- 
ancial position of their companies. The 
tendency to reflect on the 1920 post war 
period may have a distinct bearing on 
the policies followed although the trend 
of earnings insofar as the companies 
involved are concerned is no doubt a 
distinct factor. 

The analysis of the working capital for 
the companies having unexpended de- 
pteciation shows certain conservative feat- 
ures as in the reduction of bank loans and 
the increase in cash items. The above 
items are to a large degree offset by a 
decline in investments and a substantial 
increase in inventories. The latter item 
no doubt reflects the effect of increasing 
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ptices on the minimum inventories nec- 
essary to maintain a given level of pro- 
duction. 

The change in the reserve for taxes 
might reveal the type of companies in- 
volved, in that the earnings have become 
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stabilized or are not increasing at the 
same rate as in previous years with the 
result that management considers that 
the policy followed is necessary in prep- 
aration for a possible recession. 


TABLE V 
SOURCE AND APPLICATION OF WORKING CAPITAL FOR 32 CANADIAN 
CORPORATIONS HAVING UNEXPENDED DEPRECIATION DURING 1947, 


($000 omitted) 


Redemption of funded indebtedness 


Less issues of funded indebtedness ................. daideaiaasie 


Redemption of preferred shares 
Less issues of preferred shares 


Redemption of common shares 
Less issues of common shares 


increase in working capital 
Investment in subsidiaries 


Financed by: 
Net profit after depreciation 
Less dividends common 
preferred 


Miscellaneous 


Depreciation provided 
ess fixed asset expenditures 


TABLE VI 

CHANGES IN WORKING CAPITAL 
FOR 32 CANADIAN CORPORA- 
TIONS HAVING UNEXPENDED 

DEPRECIATION IN 1947. 

($000 omitted) 

$ 2,499 
639 
13,232 


Accts and bills rcvble 
Inventories 
Investments 
Deferred charges 
Bank loans 
Accounts payable 
Reserve for taxes 
Miscellaneous accruals 
Increase in working 
capital 


$ 4,214 
| 365 
7 


5,044 
2,467 


$13,097 


6,725 
3,926 


Retained Earnings 


An examination of the profits after 
depreciation and dividends paid for the 
years 1946 and 1947 indicates a con- 
siderable variation from an overall re- 
tention of 36% in 1946 to a retention of 
48% in 1947. To some degree the in- 
crease may be attributed to the increase 
in fixed asset expenditures (proportion- 
ately) as between 1946 and 1947. It 
is interesting to note that in those com- 
panies, in 1947, whete securities were 
utilized to finance the fixed asset expans- 
ion, only 33% of the profits of the 
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companies concerned were retained with- 
in the business. A high of 55% of 
earnings were retained in the case of 
those companies where there was over- 
expended depreciation which was covered 
by retained earnings. 

The relative significance of the utili- 
zation of retained earnings as set out 
under Table VII is brought out under 
the discussion of each of the subdivisions 
of fixed assets, working capital and net 
issues. 


TABLE VII 
UTILIZATION OF NET RETAINED 
EARNINGS IN 179 CANADIAN 

CORPORATIONS IN 1947. 


(in millions) 


% 
43% 
94.0 51 


Fixed asset 
expansion 
Increase in 
working capital 
Redemptions 
Funded debt .. 10.9 
Preferred shares .5 


79.1 


11.4 


TABLE Vill 


DECREASES IN WORKING CAPITAL IN 72 CANADIAN CORPORATIONS 
IN 1947 AND THE MANNER IN WHICH IT WAS UTILIZED. 


(in millions) 


Expansion of fixed assets 


to 


$ 26.7 68.6 % 


Losses suffered and payment of dividends 
in excess of earnings and unexpended 


depreciation 
Redemption of securities 
Funded indebtedness 


Preferred shares 


Miscellaneous 


1.3 3.3 


5.9 
5.0 


TABLE IX 


INCREASES IN WORKING CAPITAL IN 107 CANADIAN CORPORATIONS 
IN 1947 AND THEIR SOURCES 


lin millions) 


Retained earnings 

Issue of securities 
Funded indebtedness 
Preferred shares 
Common shares 


Unexpended depreciation 
Miscellaneous 


$ 94.0 41.0% 
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Working Capital 

The analysis of the changes in working 
capital for the individual companies ex- 
amined indicated that of the one hundred 
and seventy-nine corporations, 107 show- 
ed an increase in working capital and 72 
showed a decrease. The preceding an- 
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alyses, presented on Tables VIII and IX, 
show certain aspects which are considered 
of definite significance. You are referred 
to the assumptions which have been made 
as to the priority of the items in the 
preparation of the data included in the 
tables. 


TABLE X 


UTILIZATION OF FUNDS RECEIVED FROM FUNDED DEBT ISSUES MADE 
BY 44 CANADIAN CORPORATIONS IN 1947. 


(in millions) 


Redemptions 
Funded Debt 
Preferred Shares 


Increase in working capital 
Fixed asset financing 
Miscellaneous 


to 


TABLE XI 


METHOD OF FINANCING THE REDEMPTION OF FUNDED DEBT 
CARRIED OUT BY 49 CANADIAN CORPORATIONS IN 1947. 


(in millions) 


Issues of securities 
Funded debt 
Preferred shares 
Common shares 


Retained earnings 
Unexpended depreciation 
Decrease in working capital 
Miscellaneous 


The utilization of funded indebtedness 
for the purpose of increasing working 
capital, coupled with the substantial use 
of working capital for the expansion of 
fixed assets, reflects to some degree the 
temporary holding of funds obtained 
from issues which are to be used at a 
later date in financing the expansion pro- 
grammes for which the issues were orig- 
inally made. 


10.9 
1.0 
5.0 
3.3 


$129.2 


The increase of working capital 
through the retention of earnings and the 
redemption of securities from working 
capital is indicative of the policy of 
management in strengthening the fin- 
ancial position of their companies. This 
is closely tied in with the policies already 
discussed under the heading of fixed 
asset expenditures. 
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Security Issues and Redemptions 


The results of the analysis made of 
the individual companies involved in 
respect to security issues and redemptions 
disclosed in 1947 a different pattern from 
that shown in 1946. At that time the 
policy appeared to be mainly one of 
strengthening the position of the common 
shareholders in the capital structure 
through refunding. This resulted in 
lower net fixed charges or a net reduct- 
ion of the prior claim type of security. 
In 1947, although the refunding from 
the standpoint of reduced interest charges 
still existed, it did not hold the promin- 
ent position indicated by the 1946 fig- 
ures. In 1946 the percentage of funds 
received from the issues of oad in- 
debtedness utilized in redemptions 
amounted to 90.3% whereas, in 1947, as 
indicated on Table X, it amounted to 
45.5%. The pattern disclosed by the 
1947 results was essentially one of ex- 
pansion of fixed assets and the related 
items of working capital. 


Funded Debt 


Tables X and XI cover the item of 
Funded Debt and have been drafted to 
indicate (within the limits of the as- 


sumptions made in their preparation) 
the utilization made in the case of the 
issues and the sources from which the 
funds were drawn in the case of the 
redemptions. 

Table X is characterized by the util- 
ization of the proceeds from the issue 
of funded debt in redemptions arising 
from a savings to be obtained by re- 
duced interest costs, an increase in work- 
ing capital which may in part represent 
a temporary holding of working capital 
and which might subsequently be used 
for the financing of scheduled production 
and for the financing of fixed asset ex- 
penditures. The latter item carries 


‘ greater significance in light of the sub- 


stantial increase in the retained earnings 
which were used for a similar purpose. 

Table XI indicates the increased util- 
ization on the part of corporation man- 
agement of retained earnings for the 
purpose of consolidating the owner's 
position. 

Preferred Share Capital 

Tables XII and XIII cover the item 
of Preferred share capital indicating data 
comparable to that presented under 
Funded Debt. 


TABLE XII 


UTILIZATION OF FUNDS RECEIVED FROM PREFERRED SHARE ISSUES 
MADE BY 11 CANADIAN CORPORATIONS IN 1947. 


(in millions) 


Redemptions 
Funded debt 


Preferred shares 


Fixed asset financing 
Increase in working capital 
Miscellaneous 
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TABLE XIill 
METHODS OF FINANCING THE REDEMPTION OF PREFERRED SHARE 
CAPITAL CARRIED OUT BY 24 CANADIAN CORPORATIONS IN 1947. 


(in millions) 


Issues of Securities 
Funded debt 
Preferred shares 
Common shares 


Retained earnings 
Unexpended depreciation 
Decrease in working capital 
Miscellaneous 


The above tables mirror somewhat the 
same picture as that indicated by the 
Funded debt with a particular weight 
attached to the use of funds from the 
issues of preferred shares in the increas- 
ing of the working capital and the is- 
sues of funded debt to cover the redemp- 
tion of preferred share issues. The ques- 
tion arises in respect to the latter as to 
whether or not it reflects a management 
policy asa result of past experience of 


% 


89.5 


2.2 
1.3 
3.9 
3.1 


100.0% 


management as to the relative benefits of 
the preferred share as a source of capital 
offset against the fixed charges attached 
to the use of funded debt in attracting 
capital to the business organization. 
Common Share Capital 

Table XTV covers the item of Common 
share capital indicating the data in re- 
spect to issues comparable to that pre- 
sented under Funded debt and Preferred 
share capital. 


TABLE XIV 
UTILIZATION OF FUNDS RECEIVED FROM COMMON SHARE ISSUES 
MADE BY 19 CANADIAN CORPORATIONS IN 1947. 


(in millions) 


Redemptions 
Funded Indebtedness 
Preferred shares 


Fixed asset financing 
Increase in working capital 
Miscellaneous 


The above table presents an interest- 
ing aspect similar to that shown in the 
1946 study—the use of common share 
capital in the field of fixed asset ex- 
pansion. Approximately eighty-five per- 
cent of the amounts involved in the 
fixed asset expansion occurred in respect 


to an issue made by the Bell Telephone 
Company of Canada Limited. 


General 
Although references have been made 
from time to time in this study to the 
findings set out in the 1946 study, it is 
recognized that one of the major de 
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ficiencies which arises from a study of 
this nature is the failure to develop 
trends. In spite of this fact the study 
does serve to indicate general peculiar- 
ities of the policies followed by Can- 
adian corporation management for the 
fiscal years under review. 


The combined statements of Source 
and application of working capital and 
analysis of changes in working capital 
for the aggregate of the corporations ex- 
amined are presented on Tables XV and 
XVI. 


TABLE XV 


SOURCE AND APPLICATION OF WORKING CAPITAL FOR 179 CANADIAN 
CORPORATIONS WITH THEIR FISCAL YEARS ENDING IN 1947. 


(in millions) 


Retained earnings: 


Net profit after provision for depreciation 


Less dividends common 
preferred 


Net issues: 
Issue of funded debt 


Less redemptions 


Issue of preferred shares 
Less redemptions 


Issue of common shares 
Less redemptions 


Miscellaneous 


Less: 
Overexpended depreciation 
Fixed asset expenditures 


Less depreciation provision 
Investment in subsidiaries 


Net increase in working capital 


The combined picture of the corpora- 
tions examined presented under Tables 
XV and XVI discloses certain features 
which raise pertinent questions applic- 
able both to the group of corporations 
examined and to the broader aspect of 
the industrial field. 

It may be noted that the level of re- 
tained earnings increased over that indi- 


cated by the study of the previous year. - 


This fact, coupled with the extensive 
use of securities in the financing of the 


$383.3 
198.8 


223.3 


$190.3 
expansion programme by certain compan- 
ies, raises the question as to whether or 
not the level of retained earnings reached 
in 1947 represents an overall opinion 
on the part of management as to maxi- 
mum point where it is advisable to uti- 
lize outside sources of capital. It is 
true, of course, that the figure indicated 
is an average but it is felt that the prob- 
able implications are nevertheless signifi- 
cant. 
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TABLE XVI 


CHANGES IN WORKING CAPITAL 

FOR 179 CANADIAN CORPORA- 

TIONS WITH FISCAL YEARS END- 
ING IN 1947. 


(in millions) 


NN ii cacrainsncoetion Sibceaiyhtes 
Accounts receivable 
Inventories 

Investments 

Deferred charges 

Bank loans 

Accounts payable 

Reserve for taxes 
Miscellaneous accruals 


$ 37.8 


Net increase in working 
capital 


The utilization of funded debt in 
place of equity capital to finance the 
residue of the expansion programme 
might indicate a degree of optimism on 


the part of management as to the long 
run earnings to be obtained from the ex- 
pansion carried out based on the under- 
lying advantages to be obtained from 
applying the principle of “trading on 


As shown previously, the substantial 


increase in inventories carried raises the 
question of whether or not the increase 
represents a policy of corporation man- 
agement of building up inventories in 
anticipation of price changes, a normal 
increase in inventories commensurate 
with the fixed asset expansion, a reflec- 
tion of increased prices or a combination 
in part or all of these factors. 

Finally the question might be asked as 
to the extent to which corporate man- 
agement policies reflect the fiscal policies 
of government with special reference to 
the special depreciation allowances grant- 
ed by the Income Tax department in 
respect to reconversion assets. 

Although the sample of Canadian 
corporations which was chosen, as stated 
in the study made in 1946, is by no 
means inclusive it does give a fairly 
representative cross-section of the Can- 
adian industrial economy and serves to 
indicate qualitatively, if not quantitative- 
ly, the general nature of the fiscal poli- 
cies of Canadian industrial management 
followed in 1947. 

In closing, a word of appreciation is 
offered to those companies who supplied 
the published statements which made 
this study possible. 


The 46th Annual Meeting and the Ladies 


In case anyone may suppose from a perusal of the programme for the 46th 
Annual Meeting at Regina commencing August 23rd that the lighter side has 
been under-emphasised and in particular that the interests of the ladies have been 
ignored, here is reassurance. On Tuesday evening a reception for all members 
and their ladies will be held by the Dominion President, and on the Wednesday 
there have been planned a luncheon, an excursion and a tea for the ladies followed 
by a dance. For the equestriennes in attendance mounts will be provided, so 
that they can enjoy the brisk prairie air whilst their menfolk are furrowing 
their brows in stern intellectual activity. And on Thursday, in addition to a 
visit to the RCMP Barracks and to farms being harvested there will be a tea, 
and, in the evening, a dinner dance. Assurance has been given that there 
will be no speakers at the latter affair, but that entertainment will be provided 
during the course of the evening. 















a. provision for income taxes* is « 
significant factor in the determina- 
tion of the net profit for the year of 
most corporations. In reporting the 
provision required for income taxes on 
the profits of a year the following 
must often be taken into account: 

(a) Under the provisions of section 
5, subsection 1, paragraph (p) of the 
Income War Tax Act, the losses in- 
curred in the three preceding and next 
succeeding business years may be de- 
ducted, under specific conditions, in 
determining the taxable income for the 
year. 

(b) Because of the settlement of 
standard profits claims, the renegotia- 
tion of war contracts, or for other reas- 
ons, adjustments in the tax liability in 
respect of previous years may be re- 
quired. 

(c) In accordance with the provis- 
ions of the Act, part of the refundable 
portion of the excess profits tax paid 
in prior years may be received during 
the year, or part of the refundable 
portion may become due within the 
next succeeding year. 


*—As used in this bulletin, the phrase 
‘income taxes’’ means the aggregate of 
taxes on income levied under the Domin- 
ion Income War Tax Act and Excess Prof- 
its Tax Act and the various provincial 
tax Acts. 
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The loss “‘carry-forward’’ and ‘“‘carry- 
back” provisions were first introduced in- 
to the Income War Tax Act in 1942 and 
1944 respectively and to date relatively 
few published statements have dealt with 
such matters. Those which have dealt 
with them indicate a diversity of treat- 
ment which may be confusing to the 
reader. The Committee has studied this 
problem and the related problem of the 
adjustment of the tax liability in respect 
of prior periods, and its recommenda- 
tions are as follows: 


“Carry-forward" and “Carry-back" 
of losses 

Where the application of the provis- 
ions of section 5(1)(p) of the Income 
War Tax Act results in a material 
reduction of what would otherwise be 
the tax liability for the year under re- 
view or in the creation of a claim for a 
refund: 

1. If the operations for the year 
have resulted in a profit which, for 
taxation purposes, may be offset in 
whole or in part by losses of previous 
years, the profit and loss statement 
should show the amount of the tax 
reduction resulting from carrying for- 
ward losses sustained in previous years. 

2. If the operations for the year 
have resulted in a loss which, for tax- 
ation purposes, may be carried back in 
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whole or in part to offset the taxable 
profit of the prior year, the profit and 
loss statement should show the amount 
of the reduction in taxes of the prior 
year attributable to the loss. 

3. If the effect of these provisions 
has resulted in the creation of a claim 
for a refund of taxes already paid, the 
amount of such claim should be in- 
cluded among the current assets and, 
if material, shown as a separate item. 


Adjustment of tax liability of prior 
years 

Where the tax liability of prior years 
must be altered because of the effect of 
the settlement of standard profit claims, 
renegotiation proceedings, or for other 
reasons, the amount of such adjustment 
should, if material, be shown as a sep- 
arate item in the statements of the cur- 
rent year; that is the year in which the 
necessity for the adjustment becomes ap- 
parent. 

Refundable portion of Excess Profits 
Tax and Deferred Surplus 

In accordance with the provisions of 
the Act the 1942 refundable portion of 
the excess profits tax was repaid on 31st 
March 1948 and the remaining portions 
are to be repaid during the years 1949, 
1950 and 1951-or earlier. In the state- 
ments for any year, the amount of the 
refundable portion that is to be repaid 
within a period of one year from the date 
of the statements should, if material, be 
shown as a separate item in the current 
asset section of the balance sheet. 

In many instances the offsetting credit 
to the refundable portion of the excess 
profits tax has been carried as a special 
account usually entitled “Deferred Sur- 
plus”. It is recommended that the en- 
tire amount of such “Deferred Surplus” 
be now transferred to the ordinary sur- 
plus account. 

The refundable portion which is re- 
paid or becomes repayable during a year 


should not be included in determining 
the net profit of that year, irrespective 
of the accounting treatment followed 
during the period when the excess profits 
tax was provided for. 


ALTERNATIVE TREATMENT OF AD- 
JUSTMENTS AFFECTING 
PRIOR YEARS 


The Committee recognizes that there is 
a difference of opinion among Canadian 
accountants as to whether an adjustment 
affecting a prior year’s operations should 
be shown in the statements of profit and 
loss of the year in which it is determined 
or whether it should be shown in the 
statement of surplus of that year. This 
difference is the result of a basic differ- 
ence of opinion as to the nature and pur- 
pose of the profit and loss statement. 
The Committee believes that thought and 
practice in this respect has not reached 
a stage where either procedure can be 
said to be ‘‘generally accepted” to the 
exclusion of the other, although a ma- 
jority of the Committee is of the opinion 
that such adjustments are usually better 
shown in the statement of profit and loss, 
after arriving at the profit or loss for 
the year. 

The Committee is continuing its study 
of this question and recommends, in the 
meantime, that wherever the amount in- 
volved is material, full disclosure be 
made of the nature and amount of any 
adjustment in respect of prior years’ op- 
erations. 

Soom * 


This statement of The Accounting 
Treatment of Income Taxes in Some 
Special Circumstances has received the 
unanimous approval of the Committee 
on Accounting and Auditing Research. 

This bulletin should not be consid- 
ered of retroactive effect or applicable to 
items of little or no consequence. 

The reader is referred to the Preface 
to Bulletins, as revised June 1948. 





The Institutes 


Elections of Officers 


Alberta 
The 88th Annual Meeting of the Institute of Chartered Accountants of Alberta 
was held at the MacDonald Hotel, Edmonton, on Friday, June 18th. 
The following officers and members of Council were elected for the year 1948-49: 


President: J. G. Duncan 
Vice-Presidents: J. S. Simpson, J. L. Kergan 
Secretary-Treasurer: M. C. McCannel 
Members of Council: A. G. Burton, R. W. Hamilton, J. R. Hardie, L. J. Muan, 
J. M. Tweddle. 
Representatives on the Council of the Dominion Association of Ohartered 
Accountants: L. J. Munn, J. G. Duncan, J. 8S. Simpson. 


British Columbia 


The Annual Meeting of the Institute of Chartered Accountants of British Colum- 
bia was held on July 16th. 

The following officers and members of Council were elected for the year 1948-49: 

President: J. R. Church 

Vice-President: J. L. McLean 

Secretary-Treasurer: H. N. Lunn 

Members of Council: T. Bailey, J. R. Church, V. R. Clerihue, C. V. B. Corbet, 
H. W. Edwardson, J. L. McLean, A. M. Reid, J. E. McIntosh, W. R. C. Patrick, W. G. 
Ross, R. G. McA. Rutherford, J. C. Wilson. 

Representatives on the Council of The Dominion Association of Chartered 

Accountants: J. R. Church, J. L. McLean, W. R. C. Patrick. 


Manitoba 


The 62nd Annual Meeting of the Institute of Chartered Accountants of Manitoba 
was held at the Fort Garry Hotel on Friday, June 25th. 

The following officers and members of Council were elected for the year 1948-49: 

President: J. S. Swinden 

Vice-President: Stanley B. Laing 

Secretary-Treasurer: William Young 

Members of Council for two years: J. W. Abbott, R. M. Dott, F. L. Green, J. Gray 
Mundie, John Parton, Daniel Sprague, William Young. 

Representatives on the Council of The Dominion Association of Chartered 

Accountants: J. S. Swinden, S. B. Laing, C. W. Lynde. 
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New Brunswick 


The Annual Meeeting of the New Brunswick Institute of Chartered Account- 
ants was held on June 30th. 


The following officers and members of Council were elected for the year 1948-49: 


President: A. Gray Burnham 
Vice-President: George Smith 
Secretary-Treasurer: G. A. Oulton 
Members of Council: W. J. B. Gentleman, R. S. FitzRandolph, T. J. Hammett, 
Ivor Laws, J. A. Marven, David Reevey. 
Representatives on the Council of The Dominion Association of Chartered 
Accountants: G. A. Oulton, D. A. Williams. 


Nova Scotia 


The Annual Meeting of the Institute of Chartered Accountants of Nova Scotia 
was held at The Lord Nelson Hotel on June 25th. 


The following officers and members of Council were elected for the year 1948-49: 


President: H. A. Renouf 
Vice-President: G. L. MacKinnon 
Secretary-Treasurer: L. E. Peverill 
Members of Council: D. F. Archibald, A. I. Barrow, EB. M. Davison, T. H. Johnson, 
J. E. Lloyd, G. E. Martin, W. A. Morrell, F. A. Nightingale, J. G. Vickery, W. Wood. 
Representative on the Council of the Dominion Association of Chartered 
Accountants: H. A. Renouf. 


Ontario 


The Annual Meeting of the Institute of Chartered Accountants of Ontario was 
held at the King Edward Hotel on Friday, June 25th. 

The following officers and members of Council were elected for the year 1948-49: 

President: J. G. Glassco 

Vice-Presidents: G. W. Smith, B. A. Armstrong 

Secretary: H. E. Crate 

Treasurer: J. A. Wilson 

Members of Council: D, A. Ampleford, W. C. Benson, W. M. Brace, K. LeM. Carter, 
H. O. Glover, R. A. Hicks, W. L. L. McDonald, G. M. Morrison, D. J. Sales, R. S. 
Watson. 

Representatives on the Council of The Dominion Association of Chartered 

Accountants: J. G. Glassco, G. W. Smith, B. A. Armstrong. 


Prince Edward Island 


The 28th Annual Meeting of the Institute of Chartered Accountants of Prince 
Edward Island was held on June 18th. 

The following officers and members of Council were elected for the year 1948-49: 

President: R. W. Manning 

Vice-President: W. E. Massey 

Secretary-Treasurer: B. M. Sears 

Members of Council: R. W. Manning, W. E. Massey, B. M. Sears, T. E. Hickey, 
N. W. Higgins, Erma P. MacPherson. 

Representatives on the Council of The Dominion Association of Chartered 

Accountants: R. W. Manning, B. M. Sears. 











Elections of Officers 
Quebec 


The 68th Annual Meeting of the Institute of Chartered Accountants of Quebec 
was held in Exchange Hall of the Montreal Board of Trade, on Monday, June 28th. 


The following officers and members of Council were elected for the year 1948-49: 


President: T. V. Burke 
First Vice-President: C. N. Knowles 


Second Vice-President: Jean Valiquette 


Honorary Secretary-Treasurer: Geo. P. Keeping 
Immediate Past President: A. Emile Beauvais 
Members of Council for two years: Roland Chagnon, Frank A. Coffey. J. A. de 


Lalanne, W. D. Myers, Bernard Roll. 


Members of Council for one year: Philip Godfrey, Victor Houghton, J. G. 


Hutchison, J. Emile Maheu, John M. Trainor. 
Representatives on the Council of The Dominion Association of Chartered 


Accountants: T. V. Burke, C. N. Knowles, A. E. Beauvais. 


Saskatchewan 


The Annual Meeting of the Institute of Chartered Accountants of Saskatchewan 


was held on June 19th. 


The following officers were elected for the year 1948-49: 


President: W. M. Vicars 
Vice-President: E. C. Gerry 
Secretary-Treasurer: W. H. Cook 


Members of Council, elected in 1948, for the years 1948-50: O. S. McMillan, H. 8. 


Moffet, C. H. Smith, J. H. Thompson, W. M. Vicars. 
Members of Council, elected in 1947 for the years 1947-49: BE. C. Gerry, A. M. 


Goldie, W. C. Jeffery, T. R. Wilder. 


Representatives on the Cowncil of the Dominion Association of Chartered 


MANITOBA 
Mr. F. T. Mace, C.A., has been appoint- 

ed financial adviser to the Department 

of Veterans’ Affairs, Ottawa. 

s * a 


QUEBEC 


Price, Waterhouse & Co. announce the 
retirement from the firm of Mr. D. M. K. 
McClelland, Toronto, as of June 30, 1948, 
and the admission to the firm as partners 
as of July 1, 1948, Messrs. W. R. Drys- 
dale, M. L. Watt and F. D. M. Williams, 
Montreal; Messrs. T. C. Kinnear and C. 
C. Mackechnie, Toronto; Messrs. U. E. 
Houghland and D. L. Johnston, Vancou- 
ver. 

Mr. McClelland continues his connec- 


Accountants: W. M. Vicars, E. C. Gerry, T. R. Wilder. 


Professional Notes 








tion with the firm in the capacity of a 
consulting associate. 
= * + 
Messrs. Vineberg, Nadler & Co. an- 
nounce the removal of their offices to 
1244 St. Catherine St. W., Montreal. 


BRITISH COLUMBIA 
John C. Oswald & Co. announce the re- 
moval of their offices to Dominion Bank 
Building, Vancouver, B.C. 
* oe * 
NOVA SCOTIA 
Mr. Spenser S. MacIntosh, C.A., has 
been admitted to partnership in Nicoll, 
Barrow & Co., Chartered Accountants, 
Sydney, N.S. 


























































The Tax 
Department 


Edited by M. |. Pierce, B.A., LL.B. 


Tax Cases 


Might v. Minister of National Revenue 
(Exchequer Court of Canada, O’Connor ]., May 25, 1948) 


Married Status 1942-46—Wife “employed"—Intent of Parliament—Ist Sch., 
Para. A, sec. |, rule 2; sec. 2, rule 6. 


Might appealed from an income tax 
assessment for 1942 which rejected his 
daim of married status on the ground 
that he was not entitled thereto under 
the terms of sec. 1, rule 2 and sec. 2, rule 
6 of Paragraph A of the 1st Schedule of 
the Income War Tax Act* because his 
wife, a doctor in private practice in re- 
ceipt of fees, was not “employed” with- 
in the meaning of the provisoes to the 
rules mentioned. The rules referred to 
provided in effect that where a married 
person and his spouse each have a sep- 
arate income in excess of $660, each shall 
be taxed as a single person subject to the 
proviso that a husband does not lose his 
right to married status “by reason of bis 
wife being employed and receiving any 
earned income’. 

Held: The wife was “employed” within 
the meaning of the rules mentioned, and 
the appeal must be allowed. 


O'CoNNoR J.:—“The cases cited and 
the references to other sections of the 
Act in which the word ‘employed’ is 
found are not of much assistance. But 


* Para. A of the First Schedule which 
was in force from the taxation year 
1942 to 1946 was repealed effective 
Jan. 1, 1947—Ed. 


they do show quite clearly first that ‘em- 
ployed’ is used in both senses: one, oc- 
cupied or engaged and the other, in the 
relationship of master and servant. They 
also show how essential it is that the 
meaning of the word be ascertained in 
the context in which it is used. 

“The fundamental rule of interpreta- 
tion to which all others are subordinate, 
is that a statute is to be expounded ‘ac- 
cording to the intent of them who make 
it’: Fordyce v. Bridges (1847) 1 H.L.C. 
4. The intention of Parliament must be 
gathered from the language employed, 
having regard to the context in connec- 
tion with which it is used: per Lord Rus- 
sell, C.J. in A.-G. v. Carlton Bk. [1899] 
2 Q.B. 164. The purpose or object of 
the proviso is clear. It was enacted... 
to induce married women to go to work 
in order to relieve the manpower short- 
age ... The nation had then been at war 
for 3 years and the manpower shortage 
was acute, 

“It was contended that by the use of 
the word ‘employed’ Parliament in- 
tended married women to work only in 
the relationship of master and servant 
. . . But to restrict the provisions to 
those employed as servants would limit 
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or restrict the number and there would 
be no object in that. On the contrary the 
intention must have been to get the larg- 
est number possible. 

“In its context and having regard to 
its relation to ‘earned’ income’ (which 
is defined (sec. 2(m)) as including 
‘salaries, wages, fees . . . and any income 
derived in the carrying on or exercise of 









Acorn v. Minister of National Revenue 
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a trade, vocation or calling . . . ') the 
word ‘employed’ means, in my opinion, 
‘occupied or engaged’ . . . In my opinion, 
the adoption of the sense of being occu- 
pied, engaged or at work of the word 
‘employed’ best harmonizes with the con- 
text and also promotes in the fullest man- 
ner the policy and object of Parliament.” 
Appeal allowed. 


(Exchequer Court of Canada, Angers ]., May 27, 1948) 
Wartime taxation of military personnel—Section 4(t) (1943)—Tax relief 


confined to active service forces. 


Acorn was assessed to income tax for 
1943 upon the service pay and allowances 
paid to him as an officer in the Reserve 
Army. He appealed, contending that he 
was exempt from income tax under the 
provisions of sec. 4(t)(iii) enacted 
by 1943-44 (Can.), c. 14, s. 3(2) which 
provided: 

“4, The following incomes shall not be 
liable to taxation hereunder: 
(t) The service pay and allowances 
of— 
(i) members of the Canadian Naval, 
Military and Air Forces while in the 
Canadian Active Service Forces and 
overseas . . outside the Western 
Hemisphere, and 
(ii) members of the said Forces while 
on active service in Canada, or any- 
where in the Western Hemisphere, 
whose duties are of such a character 
as are required normally to be per- 
formed afloat or in aircraft, and 

(iii) members of the said Forces whose 

income from such service pay allow- 

ances ... is paid at the rate of less 

than $1,600 per annum...” 
It was contended on behalf of Acorn 
that, properly construed, the word 
“Forces” in sub-para. (iii) referred back 
to the words ‘“‘the Canadian Naval, Mili- 
tary and Air Forces” in sub-para. (i), ex- 
clusive of the additional words ‘while in 
the Canadian Active Service Forces’’. 


Held: Sub-para. (iii) applied to the 
forces on active service, and the appeal 
must be dismissed. 


ANGERS J.:—‘Counsel contended . 
that the ordinary and grammatical sense 
of the words and the manner in which 
they are used tend to the conclusion that 
the word ‘Forces’ as used in sub-paras. 
(ii) and (iii) refer to Canadian Military 
Forces, being the large class of ‘Forces’ 
mentioned in sub-para. (i). I am unable 
to accept this proposition . . . It seems 
clear to me that both sub-paras. (i) and 
(ii) apply to members of the Canadian 
Naval, Military and Air Forces on active 
service. The same remark applies to 
members of the said forces mentioned in 
sub-para. (iii) . . . ‘Relative words’, as 
stated in Broom’s Legal Maxims, 8th ed., 
p- 528, must ordinarily be referred to the 
last antecedent, where the intent upon 
the whole deed or instrument does not 
appear to the contrary, and where the 
matter itself does not hinder it, the “‘last 
antecedent” being the last word which 
can be made an antecedent so as to have 
a meaning.’ The last antecedent in the 
present case is ‘Active Service Forces’. 
Those are the forces to which, as I think, 
the words ‘said forces’ in sub-paras. (ii) 
and (iii) apply’. 

Appeal dismissed. 
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Johnston v. Minister of National Revenue 


(Supreme Court of Canada, Rinfret, C.].C., Kerwin, Rand, Kellock and Locke ]]. 
June 25, 1948) 


Appeal to Exchequer Court — Onus of Proof — Pleadings — Effect of — 
Income War Tax Act, 1944, Ist Sch. Para. A, Sec. 7A 


Johnston was a married man whose 
wife, during the year 1944, had separate 
income other than earned income in ex- 
cess of $660. He had also three chil- 
dren under 18 who were wholly depend- 
ent upon him for support. Under Rule 1 
of Sec. 1 of Para. A of the 1st Schedule 
1942-46 a normal tax of 7% was im- 
posed on “(a) a married man who sup- 
ported his spouse . . ., (b) a person with 
a son or daughter wholly dependent upon 
him for support”, and, (c) and (d), on 
certain other described persons. Rule 
2, however, provided: “If .. . a mar- 
ried person described by subpara. (a) 
of Rule 1 . . . and his spouse each had 


a separate income in excess of $660, 


each shall be taxed under Rule 3 [i.e at 
9%]... Similar provisions applied 
to the computation of graduated tax 
under Section 2 of Para. A and to the 
tax deduction permitted by sec. 7A(1) 
(d)(i). Johnston was assessed at the 
higher rate under Rule 3 on the ground 
that he supported a wife who had a 
separate income, other than earned in- 
come, in excess of $660. Johnston 
filed notice of appeal contending that 
as he also fell within the terms of 
subpara. (b) he was entitled to be taxed 
under Rule 1. The Minister rejected 
this contention and confirmed the assess- 
ment. Johnston appealed to the Ex- 
chequer Court. Pursuant to an order 
for pleadings Johnston filed a state- 
ment of claim, which, however, did 
not raise any issue on the question of 
support. The statement of defence 
admitted the allegations of fact in the 
statement of claim and asserted that 
Johnston was subject to normal tax at 
9% under Rules 2 and 3 above-mention- 


ed, but no facts were alleged in support 
of such conclusion of law. Johnston 
filed a reply in which he denied that 
he was a married person described by 
subpara. (a) of Rule 1, and issue was 
thereupon joined. At the hearing an 
agreed admission of facts was filed set- 
ting out that in 1944 (1) Johnston and 
his wife occupied the same dwelling; (2) 
that Johnston’s income exceeded his 
wife’s; (3) that Johnston and his wife 
both contributed to the maintenance of a 
common household, the operation of 
which was managed by the wife; and (4) 
that the whole of the wife's income was 
expended for her personal expenses and 
as a contribution to the expenses of the 
common household. No other evidence 
was adduced. 

O'Connor J. dismissed the appeal on 
the ground that the onus was on the 
appellant to establish that the assessment 
was incorrect (sec. 60(2) of the Act); 
and that the facts admitted failed to 
establish that the apellant did or did 
not support his wife. Johnston appealed 
to the Supreme Court of Canada. 


Held: the appeal must be dismissed 
(Locke J. dissenting). 

(1) Rule 2 of Sec. 1 above-mentioned 
applies to persons who are within the 
description of subpara. (a) of Rule 1 
even though they also fall within the 
description of other subparas. of the 
Rule. 

(2) No issue was properly raised in 
the pleadings on the question whether 
the appellant did or did not support his 
wife, and even if it were taken as raised 
there was nothing in the facts before the 
Court to justify a reversal of the Mini- 
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ster's finding that Johnston supported his 
wife. On an appeal from a taxation 
the onus is on the appellant to demolish 
the basic fact on which the taxation 
is rested. Pleadings do not shift the 
burden of proof but merely facilitate the 
determination of the issues. 

Per Locke ]., dissenting: Having re- 
gard to sec. 36 of the Exchequer Court 
Act that unless otherwise provided the 
practice and procedure of the High Court 
of Justice in England as of January 1, 
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1928 is to apply to proceedings in the 
Exchequer Court, the effect of an order 
for pleadings is that the question of onus 
is to be decided upon the state of the 
pleadings in the same manner as in any 
other trial; and on the pleadings filed 
herein the onus of proof upon the issues 
raised was upon the Minister, and he had 
failed to meet the burden. 


Appeal dismissed, 
Locke J. dissenting. 


Regulations For The Depletion Of Industrial Mineral Mines 
P.C. 2747, June 17, 1948 


His EXCELLENCY the Governor Gen- 
eral in Council, on the recommendation 
of the Minister of National Revenue, 
and under the powers conferred by para- 
graph (a) of subsection (1) of section 
5 of the Income War Tax Act, is pleased 
to make the following regulations for 
the depletion of industrial mineral 
mines, and they are hereby made and 
established, to be applicable to the in- 
come of 1947 and subsequent taxation 
years and of fiscal periods ending there- 
in: 

1. Where the industrial mineral is 
contained in a non-bedded deposit as 
certified by the Minister of Mines and 
Resources, the rate of depletion shall 
be 33 1/3 per cent of the net profit 
from the production and sale of the 
mineral and which allowance will be 
granted during the continuance of such 
production and is not limited to the 
capital cost of the mining property. 

2. (a) Where the industrial mineral 
is contained in a bedded deposit, 
the depletion allowance shall be 
such as to permit the recovery of 
the capital cost of the mining prop- 
erty or right, less residual value, 
over the productive life of the de- 


posit. The allowance in respect of 
each fiscal period will, unless the 
Minister otherwise determines, be 
determined by dividing the capital 
cost of the mining property or 
right, less residual value, by the 
total number of units of commer- 
cially mineable material indicated 
as being contained in the property 
or right and applying the rate per 
unit thus obtained to the units pro- 
duced in the fiscal period under 
consideration. The unit rate may 
be adjusted from time to time if it 
is shown to the satisfaction of the 
Minister of National Revenue that 
the number of units of commercial- 
ly mineable material in the deposit 

. varies from the original estimate 
but the adjusted rate shall apply 
only to units mined after such rate 
has been established. 


(4) If the Minister is satisfied that 
the present owner or holder of the 
mining property or right directly or 
indirectly had or has a controlling 
interest in a company previously the 
owner or holder of the said prop- 
erty or right, or that the previous 
owner or holder (which term shall 
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include a series of owners or hold- 
ers) directly or indirectly had or 
has a controlling interest in the 
present owner or holder, or that the 
present owner or holder and the 
previous owner or holder were or 
are directly or indirectly subject to 
the same controlling interest, it 
shall be deemed that the capital cost 
was the capital cost to such previous 


owner or holder or the first of such 
previous owners or holders where 
more than one, and the depletion 
already allowed such previous own- 
er(s) or holder(s) will be regarded 
as having been allowed to the pres- 
ent owner or holder. 


(sgd.) ‘A. D. P. HEENEY,” 
Clerk of the Privy Council. 


Regulations For The Depletion Of Timber Limits 
P.C. 2771, June 17, 1948 


Wuereas by Order in Council P.C. 
4560 of 7th November, 1947, regula- 
tions were established pursuant to the 
provisions of paragraph (a) of subsec- 
tion (1) of section 5 of The Income 
War Tax Act for the depletion of tim- 
ber limits for 1947 and subsequent years; 


AND WHEREAS the Minister of Na- 
tional Revenue reports that it is advis- 
able, for the purpose of clarification, to 
provide in the said regulations that not 
more than one hundred per cent of the 
capital cost to the original owner of such 
timber limits may be depleted and that 
the residual value, if any, of such timber 
limits be taken into consideration when 
determining the capital cost thereof; 


THEREFORE, His Excellency the Gov- 
ernor General in Council, on the recom- 
mendation of the Minister of National 
Revenue and pursuant to the provisions 
of paragraph (a) of subsection (1) of 
section 5 of The Income War Tax Act, 
Revised Statutes of Canada, 1927, chap- 
ter 97, is pleased to order as follows: 


1. The regulations for the depletion 
of timber limits established by Order in 
Council P.C. 4560 of 7th November, 
1947, are hereby revoked; and 


2. The following regulations are here- 
by made and established in substitution 
for the regulations hereby revoked: 


REGULATIONS FOR THE DEPLETION 

OF TIMBER LIMITS TO BE APPLIC- 

ABLE TO THE INCOME OF 1947 AND 

SUBSEQUENT TAXATION YEARS AND 

OF FISCAL PERIODS ENDING THERE- 
IN 


1. The allowance for exhaustion of 
timber limits shall be computed on the 
basis of a rate per cord or M.B.M. aut 
which in the aggregate shall not exceed 
the capital cost to the owner of a timber 
or pulpwood limit or the holder of a 
right to cut timber or pulpwood from 
Crown or private lands or such limit or 
right as the case may be, less the res- 
idual value thereof. 

2. The rate shall be ascertained by 
dividing the capital cost to the owner or 
the holder aforesaid, less residual value, 
by the quantity of timber or pulpwood in 
cords or M.B.M. as shown by a cruise 
and may be adjusted from time to time 
if it is shown to the satisfaction of the 
Minister of National Revenue that the 
quantity varies from the original esti- 
mate, provided that any adjusted rate 
shall apply only to timber or pulpwood 
cut after such new rate has been estab- 
lished. 

3. If the Minister is satisfied that the 
present owner or holder of the timber 
limits or rights directly or indirectly had 
or has a controlling interest in a com- 
pany previously the owner or holder of 
the said timber limits or rights, or that 
the previous owner or holder (which 
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term shall include a series of owners or 
holders) directly or indirectly had or has 
a controlling interest in the present own- 
er or holder or that the present owner or 
holder and the previous owner or holder 
were or are directly or indirectly subject 
to the same controlling interest, it shall 
be deemed that the capital cost was the 
capital cost to such previous owner or 
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holder or the first of such previous own- 
ers or holders where more than one, and 
the depletion already allowed such previ- 
ous owner(s) or holder(s) will be re 
garded as having been allowed to the 
present owner or holder. 
(sgd.) “A. D. P. HEENEY”, 
Clerk of the Privy Council. 


Amendment To The Regulations For Exemption From Income Tax 
Of Certain Mining Companies For Specified Periods 


P.C. 2897, June 26, 1948 


His EXCELLENCY the Governor Gener- 
al in Council, on the recommendation of 
the Minister of National Revenue and 
pursuant to the provisions of Section 4 
(x) of the Income War Tax Act, Chap- 
ter 97, of the Revised Statutes of Can- 
ada, 1927, is pleased to amend the regu- 
lations for exemption from Income Tax 
of certain mining companies for specified 
periods, established by Order in Council 
P.C. 130/3866 of September 24, 1947, 
and they are hereby amended by deleting 
Section 1 therefrom and _ substituting 
therefor a new Section 1 as follows: 

1. For the purpose of Section 4 (x) 

of the Act, any mine qualifying for 
exemption shall be deemed to have 


Departmen tal Directives 


Directive No. 203 


come into production of ore in reas- 
onable commercial quantities on the 
date following a period determined 
by the company but not exceeding 
six months after the date when 
milling operations actually start with 
a commercial milling unit at the 
mine, or, where the ore is not milled 
at the mine, after the date upon 
which the company commences the 
shipment of ore. The said period 
not exceeding six months is allowed 
for the purpose of tuning-up, adjust- 
ments, and absorption. 
(sgd.) “ A. D. P. HEBNEY”, 


Clerk of the Privy Council. 


July 8, 1948 
From the Deputy Minister (Taxation) 
Administration — Tax Deductions — Employees 65 years of age or more 


By virtue of section 5(1)(cc) of 
the Income War Tax Act as amended 
(1948), a taxpayer who has attained the 
age of 65 years before the end of the 
taxation year is entitled to a $500 de- 
duction from income in addition to 
present deductions. 

If an employee is entitled to the ad- 
ditional exemption he should complete 


and file with his employer a new T.D. 1 
form which should show the date of 
birth, the additional exemption and the 
new total exemption. While proof of 
age may be required for assessment pur- 
poses, it will not be necessary for em- 
ployers to obtain proof of age for tax 
deduction purposes. 

This amendment will be provided for 
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in the next revision of the T.D. 1 form. 
In the meantime the employee’s age 
should be shown under Item 1 on the 
same line as his unemployment insur- 
ance number. The additional exemp- 
tion should be claimed under Item 6 
immediately following subsection (A). 


Tax deductions should be corrected 
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as soon as a new T.D.1 form is filed, 
Deductions for the balance of 1948 may 
be adjusted to allow for any over-de- 
duction made since the first of the year. 

The additional exemption should also 
be taken into consideration when de- 
ductions are waived for any of the 
reasons stipulated on the T.D. 1A form. 


Directive No. 205 
July 12, 1948 
From the Depaty Minister (Taxation) 


Convention Expenses of Medical Profession 


Effective 1st January, 1948, the reason- 
able expenses incurred by members of 
the medical profession in attending the 
following Medical Conventions will be 
admitted for Income Tax purposes 
against income from professional fees: 


1. One Convention per year of the Can- 
adian Medical Association. 


. One Convention per year of either 
a Provincial Medical Association or 
a Provincial Division of the Can- 
adian Medical Association. — 

. One Convention per year of a Medical 
Society or Association of Specialists 
in Canada or the United States of 
America. 


Internal Auditors Elect Officers 

At the annual meeting of the Institute 
of Internal Auditors (Montreal Chapter) 
the following officers and governors were 
elected: President—K. W. Atkinson, 
C.A., Dominion Rubber Co. Ltd. Vice- 
President—H. W. Joyner, C.G.A., Stand- 
ard Brands Ltd. Secretary—G. W. Mc- 
Roberts, Imperial Tobacco Co. of Canada 
Ltd. Treasurer—J. R. Hopper, C.A., 
Canadian Industries Ltd. Governors— 
W. F. Quayle, C.A., Northern Electric 


The expenses to be allowed must be 
Ficesonabe and must be properly sub- 
* stantiated; e.g. the taxpayer should show 
(1) dates of the Convention, (2) the 
number of days present, with proof of 
claim supported by a certificate of at- 
tendance issued by the organizations 


sponsoring the meetings, (3) the ex- 
penses incurred, segregating between (a) 
transportation expenses, (b) meals and 
(c) hotel expenses, for which vouchers 
should be obtained and kept available for 
inspection. 

None of the above expenses will be 


allowed against income received by 
way of salary since such deductions are 
expressly disallowed by statute. 


Co. Ltd.; M. H. Robinson, Royal Bank 
of Canada; J. W. H. Maxwell, Canadian 
Industrial Alcohol Co. Ltd.; A. G. Las- 
chinger, Howard Smith Paper Mills Ltd.; 
R. A. Taylor, Sun Life Assurance Co. of 
Canada; R. Uden, Canada Packers Ltd.; 
F. A. Cooper, Bruck Mills Ltd. 

A cordial invitation is issued to Char- 
tered Accountants to join the Montreal 
Chapter or to attend as guests at dinner 
meetings. 
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J. E. SMYTH, C.A., EDITOR 


NOTES AND COMMENTS 


Voltaire once observed, “I was never ruined but twice, once when I won 
a lawsuit, and once when I lost one”. 

One time a friend of ours remarked, “Oh, you auditors are never liable for 
anything. Just look at all the law cases in which you have been found not 
to be negligent!” 

Now we had to admit the law cases did seem to suggest that auditors 
had a peculiar genius for acquittal—with a few notable exceptions of course. 
But somehow the decisions in all the cases which attempted to define the duties 
of an auditor did not tell the whole story. In the first place, it is one thing 
to be acquitted on a point of law and another to maintain the confidence of 
clients in the face of certain disclosures which may be made in court. In the 
second place, we knew perfectly well that auditors take their responsibilities 
very seriously, sometimes too seriously for their own good, in fact. 

We think that an auditor is concerned far more with his general reputation 
for skill than with the comparatively remote possibility of an adverse legal deci- 
sion and, further, that legal decisions do not establish necessarily the criteria for 
the sort of thing a client wants in an auditor. After all, the instances in which 
an auditor is involved in litigation as a principal are relatively infrequent and 
probably attract attention for their very rarity. What worries an auditor, if 
we know anything about it, is not so much the chance that damages may be 
awarded against him for negligence as the possibility that a client may have 
cause to question the quality of his workmanship (or that of his staff) in ways 
often unimportant enough in themselves to justify a lawsuit. The reputation 
of an auditor is likely to be built upon his skill, conscientiousness, integrity, 
and consideration for his clients’ staffs, more than it is likely to be based 
upon a history of his court appearances. 

* * * + 
Accounting institutes are generally well-known for the stifling restrictions 
placed upon admission to their profession (for example, a common preliminary 
requirement is that a candidate must have good moral character among other 
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things). While pondering these matters, we recently came across the following 
extract from the standard form for articles of clerkship adopted by the 
Institute of Chartered Accountants in England and Wales: ‘The clerk ‘shall 
not cancel, obliterate, spoil, destroy, waste, embezzle, spend or make away 
with any of the books, papers, moneys or other property of the said accountant’ 
nor ‘make copies of any books or papers belonging to or in the custody of the 


> 


accountant . 
* * * + 


Correspondence 
London, Ontario 
Dear Sir, 

Intrigued by the mental exercise offered on page 326 of the May issue 
under the challenge “Try This One” we guilelessly took up the cudgels. After a 
no-decision bout of half an hour’s duration, a European expert, W. Boomsluiter, 
M.C. (Master of Conundrums, Leipsig ’08) was called in. He laid the thing 
out with neatness and dispatch. 

Here is the solution and explanation which may make Pravda under the 
title, 

COMMUNIST CLIPPED BY CAPITALIST CHICANERY 
A B 
Balances prior to C $5,000 $3,000 
Add: Share of write-up in value of boat (5:3) 2,500 1,500 
7,500 4,500 
Deduct: Portion of capital balance 
surrendered to C in retaining 
a one-third interest -8,500 500+ $4,000 


Balances after C admitted $4,000 $4,000 $4,000 


The above solution depends on increasing the capital value from $8,000 to 
$12,000. This could be considered a dubious procedure but becomes more 
reasonable when it is noted that boats travel on water. 

Yours truly, 
Tom ScARSBROOK 


Editor's Reply 

The other day we happened to catch A, B, and C while in port and showed 
them the above letter. They expressed a common indignation that one of their 
number should be branded a communist merely because he had suggested they 
share equally in the boat. They seemed satisfied with the published solution 
and said that if Pravda had any better answer to the problem they would like 
to see it, with the single exception of “capital” punishment, that is. 

We do not think it necessary to “water” the capital for all it is a boat and 
note that it is possible to work this problem by using the ratio in which the 
partners release their interests to the new-comer, as follows: 

A has a 5/8 interest; he is to retain a 1/3interest 
A has a 5/8 interest; he is to retain a 1/3 interest 
surrender 5/8 - 1/3—7/24 interest in the boat. 

B has a 3/8 interest; he is to retain a 1/3 interest. 
If he is therefore to be left with a 1/3 interest, he must 
surrender 3/8 - 1/3=1/24 interest in the boat 

Accordingly, the partners surrender their interests in the ratio 7:1 and 
they should share in the proceeds in the same ratio. 
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A should receive 7/8 of $4,000—$3,500 
B should receive 1/8 of $4,000— 500 






$4,000 






Montreal, Quebee. 







Dear Sir, 

’ J am not a member of your association but for years have been a subscriber 
to your magazine and was quite disappointed when you discontinued the “Teaser” 
which at one time appeared in each issue. 

It was pleasing therefore to find one on page 326 of the May issue, but 
not so pleasing to find that my solution did not agree with yours. 

Your result is obtained by finding that A releases a 7/24 interest and B 
releases a 1/24 interest and using the ratio of 7 to 1 in apportioning the 
$4,000 paid by C for a one-third interest. 

Would it not be more correct to say that a 1/3 interest in the boat is 
worth $2,666.66 and that the difference between that amount and $4,000 paid 
by C is a profit of $1,333.34 realized by A and B to be divided in the ratio of 
5 to 3 in which case the solution would read: , 

A sells 7/24 of $8,000 for $2,333.33 plus 5/8 of $1,333.34 ........ $3,166.67 
B sells 1/24 of $8,000 for $333.33 plus 3/8 of $1,333.34 ............ 833.33 
















$4,000.00 







To justify my solution I would ask—what would have happened had A and 
B sold out their entire interest for $12,000.00? Surely they would have shared 
the $4,000.00 profit in the ratio of 5 to 3. Is it not logical therefore that the 


$1,333.34 profit on sale of 1/3 interest should be shared in that ratio? 
Yours truly 


P. G. Wrimur 














Editor's Reply 

We too were disappointed when the puzzles ceased some time ago. Un- 
fortunately the supply ran out, but we would gratefully consider for public- 
ation (with due credit to the donor).any puzzle submitted to us. We would ask 
only that the puzzle be accompanied by the answer, plus proof, since we are 
not quite the oracle we pretend to be. 

The problem to which you refer was taken from the discussion in Hatfield’s 
“Accounting” (D. Appleton & Co. 1927). On page 408 Hatfield describes it 
as “a problem which has. been discussed in accounting publications for at 
least eighty years, but which seems even yet a matter upon which accountants 
do not all agree”. (He does, however, state the answer given to be the “proper 
solution”’.) 

We submit that the difficulty lies in this: one must distinguish between a 
write-up in book value (which increase in value would be credited to the part- 
ners in the profit ratio) and a sale of some interest in the business (in which 
ease the relative interests surrendered by the present partners are instead 
relevant). In your last paragraph above you refer to an outright sale. That 
ease, however, is different from the one in question because the partners 
surrender their whole interests which happen to be in the profit-sharing ratio; 
under those circumstances A and B would release their interests in the ratio 
5:3. 
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Suppose we look at it from A’s point of view. In the problem he is giving 
up seven times as much as B. Should he not then be entitled to 7/8ths of 
the profit associated with the sale of this interest? Would he not insist that 
he receive $2,333.33 plus 7/8 of $1,333.34—$3,5000.00? The $1,333.34 is not 
an ordinary business profit because of the special terms of the arrangement 
between A, B, and C. 

Hatfield notes (page 410) that it becomes impossible to state how the 
$4,000.00 would be divided if the profit ratio were not the same as the capital 
ratio. Accordingly, the reasoning above would not often be applicable and 
in practice either direct negotiation would establish the respective amounts 
acceptable to each of A and B or the deal would fall through. 


An Easy Puzzle 
In deference to all those who have tried gallantly but vainly to solve the 
puzzles published in this Department in the past we now submit an easy one in 
the hope that its ready solution may boost their morale and send them happily 
about their work: 


Three brilliant students were tested. They were to close their eyes while 
each was marked on the forehead with either a red or black crayon. After opening 
their eyes they were to look at their companions and begin whistling IF THEY 
SAW BLACK ON ONE OR BOTH. When they were certain they knew what 
colour was marked on their own foreheads they were to stop whistling and tell 
their decision with their reason for it. 

The students opened their eyes and all whistled at once. A, who was the 
most clever of the three, saw two black marks and, after a slight pause in which 
he marshalled his intellectual resources, stopped whistling and told what colour 
he had on his forehead. He was right. With what colour was he marked? Prove it. 

(Answer next month) 


PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by practising members of the 
several provincial Institutes and represent the personal views and opinions of those 
members. They are designed not as models for submission to the examiner but 
rather as such discussion and explanation of the problem as will make its study of 
benefit to the student. Discussion of solutions presented is cordially invited. 


Problem | 
PINAL EXAMINATION, DECEMBER 1947 


Accounting II, Question 4 (30 marks) 


Products A, B and C are manufactured by Greytone Limited. Scrap from the 
fabrication of products A and B is the raw material for product C. Product C 
has been considered as a by-product and the cost of raw material entering into it 
has been regarded as an amount equal to its selling price less the direct labor 
expended in making it marketable. This ‘‘cost’’ has been credited 80% and 20% 
respectively to the material costs of products A and B as the proportion of scrap 
material resulting from their manufacture is considered to be in that ratio. 

For the years 1945 and 1946 the Company’s profit and loss statement may be 
summarized as follows: 
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1945 1946 

200,000 $ 240,000 

100,000 80,000 
50,000 50,000 


350,000 $ 370,000 
Cost of Goods Sold 210,000 296,000 


Gross Profit 140,000 $ 74,000 


The Company has ascertained that the quantity and quality of raw materials 
entering into each unit of product have remained unchanged throughout the two 
years. 

Further analysis reveals that the Company has no opening or closing inventories 
at the end of the fiscal years. Its production cost records show the following: 


Year 1945 
Units 

Produced Material Labor Overhead Total 
1,000 $ 80,000 $ 20,000 $ 20,000 $ 120,000 
5,000 20,000 10,000 40,000 
2,000 32,000 50,000 


$ 132,000 48,000 $ $ 210,000 


Year 1946 
1,200 $ 120,000 $ 30,000 $ 30,000 $ 180,000 
3,200 26,000 20,000 66,000 
2,500 20,000 30,000 


$ 166,000 $ 80,000 $ 50,000 $ 296,000 


The Company is concerned over the disappointing results for the year 1946, 
and believes that its method of costing Product C figures must be the reason for 
the reduced gross profit. For the purpose of preparing costs, the materials used in 
each unit of Product C manufactured and sold during both years are to be set at 
$8.00 each (which approximates market value) and the overhead should be dis- 
tributed over all products on a direct labour cost basis. 


Required: 
a. A statement setting forth the revised total and unit costs of the three 
products. 


b. A statement showing to what extent the decline in gross profit was attribut- 
able to changes in sales volume, prices and production costs. 
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GREYTONE LIMITED 
STATEMENT ACCOUNTING FOR DECREASE IN GROSS PROFIT 
YEARS 1945 and 1946 


Increase caused by change in sales price 
















Product A No change in price ..............c.csccscscssscsssserscessseseees $ — 
’? —B_ 3200 units at increased price of $5.00 .............. $16,000.00 
’» © 2500 units at decreased price of $5.00................ 12,500.00 $ 3,500.00 





Decrease caused by change in sales volume 





Product A Increase of 200 units @ $74.70 .........cccccecceeeee: 14,940.00 
’? —B Decrease of 1800 units @ $12.11 ..........:.:eee 21,798.00 





7» © Increase of 500 units @ $2.375 ............clcecee 1,187.50 5,670.50 






Decrease caused by increase in costs 








Product A 1200 units @ (140.625—125.300) 00.0000... .... 18,890.00 
de we eg ek ES  ; amma 33,248.00 
7? C2500 units @ (27.500—22.625) .........secesseseeeeess 12,187.50 
Difference due to fractions Product B ..................0...0.0.cccees 4.00 


63,829.50 








Net decrease in gross profit. 22... epee cece ceeeeees 


Problem 2 
INTERMEDIATE EXAMINATION, DECEMBER 1947 


Accounting II, Question 1 (25 marks) 

X Company Limited acquired as of 31st December, 1946, the following shares: 

(a) 15,000 common no par value shares at a cost of $300,000 in Y Company 
Limited, and (b) 2,000 5% preference $100 par value shares at a cost of $190,000 
and 12,000 common $100 par value shares at a cost of $1,500,000 in Z Company 
Limited. 

The trial balances as of 3lst December 1946 of the three companies after 
completing the acquisition appear as follows: 























Debits 
X Company Y Company Z Company 
Limited Limited Limited 
IE SpE II Shin cess fdscsvees decasealMbsainn cece cersctueubeweneces ue. $§ 100,000 $ 50,000 $ 10,000 
NIN OREN, Sse scsecccpcssecgeansessvantvacdesostonenctve ; 200,000 50,000 100,000 
PNPM, aces dc icesseventessss ses uaapsscbssnhaivextvovaduaycaatiessonnn 350,000 120,000 1,200,000 
Advance to Z Company Limited ..................:cee0e 100,000 
NN NII o5s5h & sixes es cossaiioseqscoxasacejcbapeblalestpnesdedcitsitbasess 510,000 170,000 890,000 
Investments: 
Y Company Limited: 
IB HOO COMMON ANATES. .....5.6..cisisciecs.:. 300,000 
Z Company: 
2,000 5% preference shares .................00++-- 190,000 









12,000 common ShAre ..............0.sessseeeeeneeees 1,500,000 





$3,150,000 $ 490,000 $2,200,000 
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Credits 
X Company Y Company Z Company 
Limited Limited Limited 
Accounts payable $ 150,000 $ 100,000 $ 200,000 
Reserve for taxes 50,000 50,000 
Advance from Y Company Limited 100,000 
Capital stock outstanding: 
X Company Limited: 
5,000 6% preference $100 par value shares 500,000 
10,000 common $100 par value shares 1,000,000 
Y Company Limited: 
20,000 common no par value shares 240,000 
Z Company Limited: 
3,000 5% preference $100 par value shares 300,000 
15,000 common $100 par value shares 1,500,000 
1,400,000 100,000 50,000 


$3,150,000 $ 490,000 $2,200,000 


No dividends are in arrears on the preference shares. 


Required: 
Consolidated balance sheet. 


Solution 
X Company Limited 
WORKING PAPERS FOR PREPARATION OF CONSOLIDATED 
BALANCE SHEET AT DECEMBER 31, 1946 


Calculation of goodwill arising from consolidation: 


Purchase of common shares of Y Co. Ltd. (75% interest) 
Purchase price of shares $ 300,000 
Shareholders’ equity in Y Co. Ltd.: 
Share capital $ 240,000 
100,000 


840,000 


75% thereof 255,000 


Purchase of preferred shares of Z Co. Ltd. (66.7% interest) 
Purchase price of shares 190,000 
Preferred shareholders’ equity in Z Co. Ltd.: 

Share capital 300,000 


66.7% thereof 200,000 


(10,000) 
[continued] 





SAECO RSS MN eae a Se ail 


Students’ Department 


Purchase of common shares of Z Co. Ltd. (80% interest) 
Purchase price of shares 1,500,000 
Common shareholders’ equity in Z Co. Ltd.: 
Share capital ..... 1,500,000 


1,550,000 


80% thereof ..... 1,240,000 


260,000 
Goodwill arising from consolidation $ 295,000 


Calculation of minority interest: 
Y Company Limited: 
Share capital (25% of $240,000) 
Surplus (25% of $100,000) 


Z Company Limited: 
Preferred shareholders: 
Share capital (33.3% of $300,000) 
Common shareholders: 
Share capital (20% of $1,500,000) 
Surplus (20% of $50,000) 


410,000 


Total minority interest $ 495,000 


[See consolidated work sheet on page 119] 


X Company Limited 
CONSOLIDATED BALANCE SHEET AS OF 3ist DECEMBER, 1946. 


Current assets: 
Cash in bank $ 160,000 
Accounts receivable 350,000 
Inventories 1,670,000 


2,180,000 
Fixed assets 1,570,000 


Goodwill arising from consolidation 295,000 


$4,045,000 
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Liabilities and Capital 
Current liabilities: 


Accounts payable . $ 450,000 


Estimated liability for taxes .......... btet 200,000 


$ 650,000 
Interest of minority shareholders in capital stock and surplus 


of subsidiary companies 495,000 


Total liabilities 1,145,000 


Capital and surplus: 
Share capital 
5,000 6% preference $100 par value shares $ 500,000 
10,000 common $100 par value shares 


1,500,000 
Surplus 1,400,000 


2,900,000 


$4,045,000 


A Gem of Wisdom 


Said Dr. W. E. M’Neill, ex vice-Principal of Queen’s University on receiving 
the Honorary Degree of Doctor of Laws: 

“The goal of perfection is not reached by eddying about. Only those who 
row hard against the stream ever see distant gates of Eden gleam.. 

“Of course some high seholars do poorly in later life. How could it be 
otherwise? Defects of temper, taints of blood, lack of personality, lack of 
looks, sheer chance may keep a good man down. Of course there are poor 
students who later do well. Boundless assurance and a nimble tongue or an 
uncle on the board of directors may sometimes be better than a first-class 
degree. It helps to marry the boss’s daughter instead of his stenographer. 
But more important: there are some persons with special gifts or aptitudes 
who cannot adapt themselves to college routine and yet succeed later, just as 
there are men who have never seen the inside of a college and yet have risen 
to the highest places. But do not commit that most stupid fallacy of general- 
ising from a few cases. The proved fact is that on the whole one’s record 
is consistent. The shirker continues to shirk and gets nowhere; the worker 
continues to work and becomes Prime Minister. Of those who enter college, 
the high matriculant becomes the high Honours graduate and the high Honours 
graduate wins life’s best prizes.”"—The Accountants’ Magazine, July 1948. 
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Debits: 
Cash in bank 
Accounts receivable 
Inventories 
Advance to Z Company Limited 


Investments: 
Y Company Limited: 
15,000 common shares 
Z Company Limited: 
2,000 5% preference shares 
12,000 common shares 
Goodwill arising from consolidation 


Credits: 
Accounts payable 
Reserve for taxes 
Advance from Y Company Limited 
Minority shareholders’ interest 


Capital stock outstanding: 
X Company Limited: 


5,000 6% preference $100 par value shares.... 


10,000 common shares no par value 
Y Company Limited: 

20,000 common no par value shares 
Z Company Limited: 


3,000 5% preference $100 par value shares .... 


15,000 common $100 par value shares 


eh 
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X Company ¥ Company Z Company 
Limited Limited Limited 
$ 100,000 50,000 10,000 
200,000 50,000 100,000 
350,000 120,000 + 1,200,000 
100,000 
170,000 


510,000 890,000 


300,000 


190,000 
1,500,000 
2,200,000 

$3,150,000 490,000 
50,000 
$ 150,000 100,000 
100,000 


100,000 
50,000 


500,000 
1,000,000 


300,000 
1,500,000 
50,000 


1,400,000 100,000 


$3,150,000 490,000 


2,200,000 





om consolidation 


mpany Limited 

s’ interest 

ding: 

ed: 

ence $100 par value shares.. 
ares no par value 

ed: 

no par value shares 

pd: 
ence $100 par value shares .. 
00 par value shares 
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Eliminations on 
Consolidation 
X Oompany Y Company Z Company 
Limited Limited Limited Dr. Cr. Consolidation 
eddies $ 100,000 50,000 10,000 160,000 
se seasicaieexs 200,000 50,000 100,000 350,000 
saeeicuibinss 350,000 120,000 1,200,000 1,670,000 
Lceseieuusiens 100,000 (A) 100,000 
evcanctoibs 510,000 170,000 890,000 1,570,000 
Seirepeiieas 300,000 (B) 300,000 
Pert ss 190,000 (0) 190,000 
operates 1,500,000 (C) 1,500,000 
2,200,000 4,045,000 
$3,150,000 490,000 
—— 200,000 450,000 
50,000 200,000 
peat $ 150,000 100,000 100,000 (A) 100,000 
See iase 100,000 50,000 (B) 85,000 
(B) 45,000 
(C) 250,000 295,000 
(C) 410,000 495,000 
shares.... 500,000 500,000 
eesibinesos 1,000,000 1,000,000 
Eeatiisecaten 240,000 (B) 240,000 
\ares 300,000 (C) 300,000 
agit 1,500,000 (C) 1,500,000 
sSeiegaisiarss 1,400,000 100,000 50,000 (B) _ 100,000 1,400,000 
(C) 50,000 
$3,150,000 490,000 2,200,000 4,045,000 























CGAard-Price, Limited 
Estate and Trade Auctioneers — Valuators and Appraisers 


wish to draw to the attention of 
ASSIGNEES, LIQUIDATORS, RECEIVERS AND TRUSTEES-IN-BANKRUPTCY 


that the services of their "Trade Division" are available for the appraisal 
and disposal of 










Bankruptcy Stocks! Store Equipment! 
Office Furnishings! Trade Merchandise! 
Factory and Plant Machinery! 
28 College Street, Toronto 82-92 Dundas Street, London 






% Pensions 

* Annuities 

SOL EISEN = * Ams 
INSURANCE COUNSELLOR = ™s™™="e 





330 University Ave., 
Toronto 
Waverley 7432 


Employer—Employee 
Pension Plans 
Designed—Installed—Serviced 





Specialists in 
BLANKET DISHONESTY BONDS 
and Accountants’ Liability Insurance 


The Company also writes: 
Inland Transportation, Personal Property, 
Floater, Fire, Automobile, Burglary, Forgery, 
Liability, Plate Glass, Aviation Insurance and 
Surety Bonds. 
Branches: 
MONTREAL - TORONTO - WINNIPEG - EDMONTON - VANCOUVER 











HIGHER ACCOUNTING 


and ALLIED SUBJECTS 
taught 


The SHAW way—the SURE way 


Subjects Included In Our Coaching Courses 


Commercial Mathematics 

Commercial Comepapendonce Mercantile Law 
Bockicegping ane Accounting Bank Act 

Bills of Exchange Act Cost Accounting 
Dominion Companies Act Income Tax Act 
Provincial Companies Act ae Act 
Dominion Winding Up Act Principles of Economics 


The student has dll the time required  The_ student is privileged to consult 
by him to complete the course and he our instructors in any of his personal 
has the peiviase of consulting the accounting problems, even thou - 
school after the course is finished. they may outside the scope of 
Once a Shaw student always a Shaw course. 


student. 
Write to Dept. CA for Catalogue and any special 
information you desire. ™ 


SHAW SCHOOLS 


Head Office: 1130 Bay Street, Toronto ‘ _ KI. 3165-6-7 “ 


PREPARE NOW FOR YOUR EXAM. ... 
Read the books that have helped hundreds of successful candidates. 


CLASSIFIED QUESTIONS & CONCISE ANSWERS 
AUDITING and THEORY 
By L. Marder, LL.B., C.P.A. 


JUST PUBLISHED—Limited Edition 

1800 QUESTIONS and ANSWERS 

cloth bound—492 pages ..............ccceeeeeees NiSstseeeou 
1300 Questions with Answers . 
cloth bound—438 pages 
500 Questions with Answers 
paper bound 
These books are designed for the final review, that period before the exam- 
ination when voluminous texts contribute little but worry and confusion. 
These are the type of questions that have been asked over and over again, 
and that have appeared on recent examinations. The answers are CLEAR, 


CONCISE, AUTHORITATIVE. 
Free Descriptive Circular 


CONCISE TEXT PRESS 
P.O. BOX 824, CHURCH ST. ANNEX, NEW YORK 8, N.Y. 








